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The new federal Estate and Gift 
Tax Regulations, while very compre- 
hensive, are for the most part amend- 
ments to the existing Regulations 
rather than a new set of Regulations. 
But they need considerable explana- 
tion, and this is the job undertaken 
by Texas attorneys George E. Ray 
and Oliver W. Hammonds. Their com- 
bined efforts have produced excellent 
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Acq. and Non-acq. 


Amended Refund Claims 
Sir: 


Having read with attention Mr. McClure’s 
informative article, “Practice and Procedure 
in the United States Court of Claims” (March, 
1949), it occurred to me that a slight addi- 
tion to his comments on claims for refund 
might be of interest to your readers. I 
refer to Mr. McClure’s statement on page 206: 


“Another question which often arises is 
whether a claim can be amended after the 
statute of limitations for filing a new claim 
has run. This question has been fairly well 
litigated. Court decisions indicate that if the 
claim has not been rejected, it can be amended, 
but that if the Commissioner has allowed 
or rejected the claim, no amendment is per- 
missible.” 


The statement is in order, but Mr. McClure 
does not say whether a claim can be amended 
within the statute of limitations but after 
rejection by the Commissioner. The natural 
inference is that it can, but the Commis- 
sioner unfortunately does not think so. To 
what absurd results such an attitude can 
lead, may be illustrated by a case taken 
from my own practice, in which the sequence 
of events was as follows: 


1. Social security taxes for 1937-1940 were 
assessed against and paid by the corporate 
taxpayer in September, 1943. 

2. Claims for refund were filed in Septem- 
ber, 1944, on the ground that corporate officers 
receiving no remuneration are not employ- 
ees and that had they not been improperly 
included in the count, the corporation would 
have been clearly exempt. 


3. The Commissioner rejected the claims 
in October, 1944, asserting that corporate 
officers are employees in any event. 

4. In January, 1946, the Commissioner 
issued A & C Mimeograph 5967, admitting 
that unremunerated corporate officers are 
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not employees and promising that this ruling 
would be applied with retroactive effect. 


5. In September, 1946, the taxpayer filed 
new claims for refund based on this mimeo- 
graph. 

6. The Commissioner replied in Decem- 
ber, 1946, that inasmuch as the new claims 
were mere requests for reconsideration of 
the same set of facts, and since the statute 
of limitations for filing suit on the previous 
rejection had unfortunately expired before 
these requests could be considered by him, 
he was now barred from making any refund. 
He brushed aside the argument that the new 
claims were based on new grounds, namely, 
his own admission of error, and were filed 
within the four-year limit prescribed by Sec- 
tion 3313. According to him, Section 3313, 
or Section 322 for that matter, lapses auto- 
matically as soon as a claim filed there- 
under is rejected. 


7. In the circumstances, the taxpayer 
brought suit in the United States District 
Court within two years of the Commission- 
er’s refusal to consider the new claims. Mo- 
tion for summary dismissal has already been 
filed by the United States Attorney on the 
grounds (6) above. 


The situation was similar in the case of 
Fajardo Sugar Growers Association v. U. S. 
[48-1 ustc $9197], 76 F. Supp. 377 (DC 
N. Y., 1948), except that (1) the tax in- 
volved was a sugar excise tax, (2) the tax- 
payer claimed it to be unconstitutional and 
(3) the Supreme Court held it to be uncon- 
stitutional. In this case, the District Court 
denied the government’s motion for sum- 
mary dismissal and held that the new claim 
was no mere duplicate of the original claim. 
The case was therefore ordered tried on its 
merits, 


What makes the Commissioner’s attitude 
particularly unfair, at least in my case, is 
that the amended claims were submitted 


(Continued on page 388.) 
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Tax=-Wise 


Meetings of Tax Men 


Florida—The University of Miami, in 
cooperation with the Institute on Federal 
Taxation of New York University, will hold 
the Fourth Annual Conference on Federal 
Taxation, April 4-8, at the Roney Plaza 
Hotel, Miami Beach, Florida. The tuition 
fee is $50, and single-day registration is $15. 
The conference is generally made up of 
morning and afternoon sessions, although 
on some days evening sessions will be held. 
Such topics as fundamentals of income and 
estate taxation, estate planning and _ will 
drafting, the conducting of fraud cases and 
other current problems will be the subjects 
of the lectures. 


Illinois—The March 16 meeting of the 
Chicago Tax Club heard Merritt J. Little, 
chairman of the Commission of Revenue 
Laws of the State of Illinois, review the 
work of this commission and discuss its 
recommendations. 


Michigan.—The Second Annual Tax Con- 
ference of the Detroit Chapter of the Tax 
Executives’ Institute will be held Saturday, 
May 7, at the Horace H. Rackham School 
of Graduate Studies, in Ann Arbor, Michi- 
gan. The conference will be the guest of 
the School of Business Administration of 
the University of Michigan. 


Missouri.—On April 20 the Federal Tax 
Forum of Kansas City, Missouri, will hear 
the second in its 1949 series of tax lectures 
sponsored by the Missouri Bar Association. 
Harlow B. King will speak on “Fraud Cases 
and How to Handle Them.” The lecture 
will be given at the Advertising Club, 913 
Baltimore Avenue, Kansas City, Missouri. 


Doing Business 


What constitutes doing business in a for- 
eign state is a question that often impinges 
on the periphery of the tax man’s domain. 
Sometimes he and his staff are called upon 


Tax-Wise 





Taxes... 
Tax People... 
Things Taxed... 


to make the preliminary investigation inci- 
dent to an organization’s entry into a foreign 
state. An article in the March Corporation 
Journal analyzes the question as it applies 
to research in the light of decisions classify- 
ing “doing-business” activities: 


“Where a company, which is organized 
for the specific purpose of carrying on re- 
search work for another company or for 
an industry, enters a foreign state and there 
carries on its research activities, there will 
perhaps be little question that it is present 
within the foreign state so as to be required 
to be qualified as a foreign corporation 
there. 


“Where, however, the research work car- 
ried on in the foreign state is related to 
the company’s ordinary business, which is 
not the carrying on of research work, a 
different problem may be presented. 


“A New York decision involving the ac- 
tivities of a foreign loan company’s em- 
ployees in New York where the court said 
that research work involving matters affect- 
ing the defendant company, editing booklets 
and literature of the company and its subsid- 
iaries, stockholders and employees and the 
training of employees, would not give the 
courts of the foreign state jurisdiction, and 
service of process made upon an alleged em- 
ployee was ordered set aside. (Brocia v. 
Franklin Plan Corporation, 235 App. Div. 421, 
257 N. Y. S. 167.) In another case involv- 
ing service of process upon an unlicensed 
foreign corporation, the mere sending of an 
agent into a state to investigate whether it 
would be advisable to engage in business 
there, was not regarded as the doing of 
business. (Jefroy Silks, Inc. v. Papeteries 
Navarre, 68 F. 2d 707.) 

“The mere collection of data within the 
foreign state, which is analyzed in another 
state, has been held not to constitute ‘doing 
business’ so as to require qualification. 
(Surveyors, Inc. v. Berger Brothers Co., 9 
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Conn. Supp. 176; Ford, Bacon & Davis, Inc. 
v. Terminal Warehouse Co., 207 Wis. 467, 
240 N. W. 796; Utility Economy Co., Inc. 
v. Luders Marine Const. Co., 15 Conn. 
Supp. 214.)” 


More on Doing Business 


The United States District Court, South- 
ern District of Iowa, in Stokely-Van Camp, 
Inc. v. Hackert, has just decided that the 
Iowa law providing that no foreign corpo- 
ration shall maintain any action in the state 
upon any contract made by the corporation 
in Iowa, unless before making the contract 
it has procured a permit to transact busi- 
ness in Iowa, does not apply to a foreign 
corporation engaged in interstate commerce. 
Such a restriction, the court held, would 
cause a burden on interstate commerce. 


Doctor, Lawyer .. . 


Every man is entitled to his day in court 
—but he should not go there without his 
attorney. This is the lesson learned in 
Noland v. Westover, 49-1 ustc 1 9175, by a 
chiropractor who had appeared in propria 
persona at a trial of a tax case in the District 
Court. Each of the defendants (the local 
collector, the Treasury Department, the in- 
ternal revenue service and the Sixth Collec- 
tion District of California) made a motion 
for a summary judgment, which was granted. 

The Court of Appeals for the Ninth Cir- 
cuit, in affirming the District Court, said: 
“In attempting to handle technical tax and 
trust matters he [the chiropractor] has ven- 
tured far beyond his knowledge and has 
made it difficult, if not impossible, for the 
courts to consider and adjudicate upon the 
merits of his claim.” We can take a hint, 
Judge. We tax men will give wp working 
on vertebrae. 


How to Be a Tax Man 


The case of Hermax Company, Inc., CCH 
Dec. 16,605, 11 TC 442, almost gave us a 
judicial definition of “tax man’; as it turned 
out, however, the Tax Court really defined 
what a tax man is not. The Hermax case 
represented one of those unfortunate situa- 
tions in which a firm is held to be a per- 
sonal holding company, when those con- 
nected with it have thought all along that 
the company was not a personal holding 
company and consequently did not file re- 
turns. In referring to the processes by 
which those consulted decided that the firm 
was not a personal holding company, the 
court said: “. in reaching this con- 
clusion [they] relied entirely upon 
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a reading of Section 502(g) of the Internal 
Revenue Code and did not give considera- 
tion to Section 502(f). The fact that 
they read only Section 502(g) in considering 
the question of whether the petitioner might 
be a personal holding company indicates 
that neither was a ‘tax man’ if that term 
is taken as meaning a person qualified to 
give advice to others on questions of law 
involving provisions of the Internal Rev- 
enue Code.” 


Tax Assistance—Down Under 


A recent bulletin of the Tax Institute of 
Australia has this to say about tax practice: 


“The Commissioners who hear appeals 
against assessments to income tax, excess 
profits tax, etc., being for the most part 
laymen, the rules of evidence which apply 
in the ordinary Courts of Justice are not 
usually applied so elaborately as in those 
Courts, the matter being settled on what are 
usually called ‘common-sense’ lines, in the 
light of such evidence, including in particu- 
lar accounts, as is available. The onus of 
proof that an assessment is excessive is on 
the person charged with it, as is clear from 
Section 137 (4) of the Income Tax Act, 
1918, which provides that if, on an appeal, 
it appears to the Commissioners, by exam- 
ination of the appellant on oath or affirma- 
tion, or by other lawful evidence, that the 
appellant is overcharged, then the Commis- 
sioners shall reduce the assessment accord- 
ingly, but otherwise every such assessment 
shall stand good. This puts the official who 
has made the charge in a strong position, 
for the onus lies heavily upon the taxpayer 
to prove that the assessment is excessive. 
The comparative informality of appeal pro- 
ceedings obtains, though to a somewhat less 
extent, to appeals heard before the Special 
Commissioners of Income Tax, and may be 
due to a desire not to place an appellant in 
a worse position than he would be if he 
could afford legal and professional assist- 
ance. Such assistance has, however, become 
more and more necessary as the tax enact- 
ments have increased in complexity.” 


The French Way 


An insight into the method of collecting 
taxes in France comes from the following 
news item reported in the British publica- 
tion Taxation: 

“*Emil Girard was in a Neufchatel Vos- 
ges, hospital to-day with his right hand 
amputated, after a 24-hour siege of his 
house. Two gendarmes were wounded and 
three armoured cars with machine-guns 
were used to collect his taxes.’—Reuter.” 


TAXES—The Tax Magazine 








oa aoeF's @e F 


al 


st- 


ct- 


ca- 


ind 
ins 











Our Cover 


Featured on our cover this month is the 
picture of Vance N. Kirby, Tax Legislative 
Counsel of the Treasury. Born in 1912 in 
New York State, Mr. Kirby was graduated 
from Dartmouth College in 1934 and from 
Harvard Law School three years later. En- 
tering government service in 1942 as an 
attorney in the Office of Tax Legislative 
Counsel, he was appointed Assistant Tax 
Legislative Counsel in 1947 and assumed his 
present position in July of the following 
year. 

Mr. Kirby is a member of the bar in Con- 
necticut and Massachusetts. 


Tax Court Legislation 


A House judiciary subcommittee has ap- 
proved H. R. 2447 with clarifying amend- 
ments, which are reflected in a new Dill, 
H. R. 3113. This bill would make the Tax 
Court a court of record. Normally, only 
members of the bar are permitted before 
such a court. By specific provision, how- 
ever, anyone admitted to practice before the 
Tax Court prior to September 1, 1949, could 
continue to practice before it. 


Netherlands Tax Treaty 


The Treasury has promulgated withhold- 
ing regulations under the Netherlands tax 
treaty, which became effective retroactively 
on December 1, 1948. Withholding regula- 
tions under the Danish treaty are expected 
shortly. 


Blizzard Losses 


The blizzards in the West have caused 
such substantial losses to cattle owners in 
the states hit by the unprecedented weather 
that some of them have inquired of the 
Bureau for its view of the tax status of 


Washington Tax Talk 





Washington Tax Talk 





Vance N. Kirby .. . 
Tax Treatment 
of Blizzard Losses 





these losses. Commissioner Schoeneman, 
in a recent statement (P.S. S-1013, 495 
CCH 6089), asked farmers and ranchers 
to bear in mind the following facts: 


“1, Farmers and ranchers who file their 
tax returns on a calendar year basis should 
remember that most of the losses occurred 
in 1949 and do not affect the 1948 returns 
which are being filed at the present time. 


“2. Those who file their returns on a cash 
receipts and disbursements basis may deduct 
losses of purchased livestock but not stock 
which they raised. In the case of raised 
stock, the expenses of raising the stock are 
deductible, but the law does not permit 
deduction of the loss of anticipated profits 
which might have resulted if the stock had 
been marketed. 


“3. Those who file their returns on an 
accrual method of bookkeeping do not take 
separate deductions for lost stock, but the 
losses will be reflected in their inventories 
and consequently will reduce taxable income. 


“4, Any farmer or rancher who, as a result 
of blizzards or other causes, finds that his 
overall business for the entire year results 
in a loss, is entitled to apply (carry-back 
or carry-over) this ‘net operating loss’ to 
the profits of other years, as follows: net 
losses in 1949 would be applied first against 
profits reported for 1947; if the 1949 loss was 
larger than the 1947 profit, the balance of the 
loss would be applied to 1948 profits; if some 
of the loss was still unused, it could be applied 
to 1950 profits; finally, if any of the loss 
was still unused, it could be applied to 1951 
profits. 


“5. All property owners in storm areas, 
whether farmers or not, may deduct storm 
losses of nonbusiness property if they 
itemize nonbusiness deductions (including 
charitable contributions, medical expenses, 
etc.,) on their tax returns and do not take 
the ‘standard deduction’ which is in lieu of 
nonbusiness deductions. 
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“6. In determining the amount of deduct- 
ible loss, whether business or nonbusiness, 
consideration must be given to any salvage 
value and to any insurance or other com- 
pensation received.” 


Wife Deducts Husband's Alimony 


The Commissioner has announced his 
nonacquiescence in the case of Robert A. 
Sharon, CCH Dec. 16,464, 10 TC 1177. This 
is the rather novel Tax Court decision which 
permitted the wife to deduct, on her separate 
return, one half of the alimony payment 
($10,500) her husband was making to his 
first wife. The point turned on state law 
(Texas), which holds that an antenuptial 
obligation of the husband is collectible out 
of the community funds after the community 
has been established. Any deduction allowed 
by Section 23, Sharon argued, could be shared 
on separate returns in a community-property 
state, as long as the obligation was collectible 
out of community property. 


Payment of Bonus 


The principal of payment of compensation 
by bonus is well settled and accepted by the 
Income Tax Regulations. But “if the prin- 
ciple of bonus compensation is to be recog- 
nized, it carries with it the payment of 
liberal compensation in good years and mod- 
erate compensation in moderate years.” The 
Sixth Circuit made this point, in Roth Equip- 
ment Company v. Gallagher, 49-1 ustc J 9165, 
reversing the District Court, which failed 
either to allow the compensation deducted 
by the taxpayer or to side with the Com- 
missioner entirely but set up what it deter- 
mined to be the proper deduction. In this 
the District Court was held to be in error 
(the basis on which the higher court may 
overrule the findings of fact of the lower). 


Failure to Pay Withheld Taxes 


Financial difficulties may excuse a tax- 
payer from the penalties for failure to pay 
withholding taxes over to the government. 
This point was the basis of a discussion 
recently in the Texas Court of Civil Appeals. 
(Paddock v. Siemoneit, 49-1 ustc J 9161.) 

Because the corporation was in financial dif- 
ficulties, its president did not pay over to the 
government the taxes which were withheld, 
or which should have been withheld, or the 
contributions under the OAB. He hoped 
that by using the money he could put the 
corporation on a sound financial basis. The 
corporation eventually went into bankruptcy. 
The United States intervened in the action 
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and demanded penalties of 100 per cent 
from the president and a lien upon his per- 
sonal residence. The court said: “It is re- 
membered that [the president] was not the 
taxpayer—it was not he who owed the tax 
to the government. The government is 
undertaking to impress upon him a civil 
sanction, because he, as the officer of the 
corporation, which did owe the tax, failed 
to cause the corporation to pay the tax 
when it was due.” The court also expressed 
the opinion that had this been a criminal action, 
it was rather doubtful that the criminal fine 
would have been as heavy as the 100 per 
cent penalty. 


Other Decisions of Interest 


The Church case, decided on January 17 by 
the Supreme Court (49-1 ustc { 10,702), has 
been followed in Clauson v. Drummond, 49-1 
ustc § 10,705, CA-1, January 26, 1949. The 
decedent died in 1941. In 1922 she had 
transferred property in trust, and reserved 
a life estate with remainder to her children, 
their heirs and assigns forever. The transfer 
was held taxable because she had retained a 


life estate, even though it was created prior 
to 1931. 


Where no individual books of account are 
kept, the reporting of income must be on 
the calendar year basis. (Klempner v. Glenn, 
49-1 ustc 79150, No. 1246, DC Ky.) 

The sum of $8,000 was advanced by a law 
partnership in 1941 to an accounting part- 
nership organized by one of the law part- 
ners, to guarantee the drawing accounts of 
two partners in the accounting firm. The 
advance was to be repaid from the earnings 
of the accounting firm to the extent that 
funds were available after payment of other 
expenses and before distribution of the net 
earnings to the accounting partners. The 
sum was held not deductible by the law 
partnership as an ordinary and necessary 
business expense in 1941. Whether the ad- 
vance represented a capital investment or 
gave rise to a debt conditionally payable, 
it was not deductible in that year under 
any tenable theory. (Carroad v. Commis- 
sioner, 49-1 ustc 7 9141, CA-2.) 

The amount which a corporation contributed 
in 1941 in establishing a trust fund to be 
used to make loans at six per cent in- 
terest to employees, the trust to continue for 
twenty years unless sooner terminated by the 
employer, was not deductible as an ordinary 
and necessary business expense. The con- 
tribution was a capital expenditure since the 
trust was created to promote good will and 


(Continued on page 387.) 
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in Legislative History 


By GEORGE L. WEISBARD 


THE AUTHOR, A CHICAGO CERTIFIED PUBLIC ACCOUNTANT, 


IS ALSO A MEMBER OF THE ILLINOIS BAR AND A 


‘INCE a key to the future can be found 
only in the past, when interpretation of 
statutory provisions becomes necessary 
courts frequently examine the historical 
development which led to the enactment of 
the statute to be applied. The Supreme 
Court has stated: “There is wisely no rule 
of law forbidding resort to explanatory leg- 
islative history no matter how clear the 
words may appear on superficial examina- 
tion.” * In that connection, the courts will 
give weight to explicit statements of Con- 
gressional purpose as indicated in Con- 
gressional committee reports.’ 

Students of tax law know that court de- 
cisions are often the reason for enacting 
new provisions or amending the statute: 
Thus, an analysis of the legislative history 
of a provision requires a careful study of 
its prelegislative judicial history. It is well 
recognized that the courts may have to 
look into the circumstances which caused the 
enactment of a changed or new provision 





1 Harrison v. Northern Trust Company [43-1 
ustc {§ 10,004], 317 U. S. 476 (1943). In that 
case the Supreme Court observed that the Cir- 
cuit Court should have considered the legis- 
lative history in determining in just what sense 
Congress used the words ‘‘payable out of’’ in 
Section 807 of the Code, and found from the 
committee reports that the section was intended 
as a legislative reversal of the decision in Hd- 
wards v. Slocum [1 ustc { 90], 264 U. S. 61. 

2 Helvering v. Reynolds [41-1 ustc { 9484], 313 
U.S. 428 (1941). 


Court Decisions 


LECTURER AT THE ILLINOIS INSTITUTE OF TECHNOLOGY 








(so-called occasio legis),* and also may have 
to investigate what evil the amendment of 
or addition to the statute was supposed to 
remedy (so-called ratio legis). Thus, for 
example, in McDonald v. Commissioner [44-2 
ustc § 9516], 323 U. S. 57 (1944), the 
Supreme Court, in construing Section 
22 (a) (2),> emphasized that the new pro- 
vision had been proposed by the Treasury to 
afford relief for a specifically defined situa- 
tion, the inequity of which had become 
apparent through the Supreme Court deci- 
sion in Higgins v. Commissioner [41-1 ustc 
{| 9233], 312 U. S. 212 (1941). 

A survey of amendments and additions to 
the provisions of the taxing statutes dis- 
closes a considerable number brought about 
by court decisions under the prior law. On 
the other hand, many cases dealing with 
the interpretation and construction of 
amended or newly enacted provisions make 
no reference to the prelegislative judicial 
history of these provisions. This is not an 
oversight or a weakening of the principle 
that occasio and ratio legis are to be resorted 
to as a means for construing the statute. 
Any interpretation or construction of statu- 
tory provisions which does more than simply 


’U. §. v. Missouri Pacific Railroad Company, 
278 U. S. 269 (1928). 

4 Woolford Realty Company, Inc. v. Rose [3 
ustc § 938], 286 U. S. 319 (1932). 

5 All section references herein are to the In- 
ternal Revenue Code unless otherwise indicated. 
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state the meaning of the words used as ex- 
pression of a thought® lacks justification 
where the meaning is clear and no ambiguity 
exists." Yet a provision which so far ap- 
peared to be clear and unambiguous may 
become doubtful and ambiguous as to mean- 
ing and intent in relation to the factual 
situation of a case at bar, and the situation 
may then require the examination of the 
legal history and particularly a clarification 
of the prelegislative judicial history. 


A complete prelegislative judicial history 
of all taxing statutes would go far beyond 
available space. (Such a history has yet to 
be written.) Likewise, in consideration of 
economy it is not feasible to trace fully the 


6 In a logical sense, the word ‘‘interpretation”’ 
implies a form of construing the statute. 

7 Helvering v. Sabine Transportation Com- 
pany, Inc. [42-2 ustc { 9570], 128 F. (2d) 945 
(CCA-5, 1942), aff’d [43-1 usrc { 9317] 318 U. S. 
306 (1943); Helvering v. City Bank Farmers 
Trust Company [36-1 ustc { 9001], 296 U. S. 
85 (1935). Of course, a holding that a provi- 
sion is clear and unambiguous is in itself 
already based upon an interpretation and con- 
struction which in many cases will be rather 
doubtful. See, for example, Boston Sand € 
Gravel Company v. U. 8., 278 U. S. 41 (1928), 
where the majority found an ambiguity re- 
quiring a construction of the statute while four 
dissenting justices held that the majority deci- 
sion changed ‘‘the clear meaning of the words’’; 
or Chester N. Weaver [CCH Dec. 9585], 35 BTA 
514, where the majority held that the statute 
was clear while the minority in the dissenting 
opinion stated that there was an ambiguity. 


George L. Weisbard 
Berman, Payne, Weisbard & Hirsch 
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interesting role which prelegislative judicial 
history plays in litigation arising subsequent 
to statutory enactment. The following pres- 
entation is limited to selected examples of 
how court decisions have influenced federal 
income tax legislation. (Provisions on basis 
and trusts are reserved for separate treatment. ) 


Lessee’s Improvements 


For many years the treatment of improve- 
ments made by a lessee to the lessor’s prop- 
erty has been a vexing problem.* The 
principle that unrealized appreciation in 
value is not taxable income can be traced 
back a long way in Supreme Court deci- 
sions.” In 1920, the Supreme Court an- 
nounced the severance-from-capital theory 
in Eisner v. Macomber.” In 1938, the appli- 
cation of the theory to situations between 
lessor and lessee was before that Court in 
Blatt Company v. U. S. [38-2 ustc { 9599], 
305 U. S. 267. The issue raised was whether 
or not a lessor derives income from improve- 
ments made by his lessee at the time they 
are made. The question was decided in the 
negative, on the ground that even though 
the improvements might become the prop- 
erty of the lessor at the time of their incor- 
poration in the building, he could not use 
or dispose of them during the lease term. 
The Blatt case did not expressly decide 
when improvements become income to the 
lessor. Nevertheless, from the language of 
the Supreme Court the Board of Tax Ap- 
peals, in Cleveland Trust Company [CCH 
Dec. 10,562], 39 BTA 113, developed this 
general rule: improvements which are not 
part of the rent and which upon construc- 
tion become part of the premises with a 
salvage value only in case of removal are 
not income to the lessor who gains posses- 
sion at the termination of the lease. Fur- 
thermore, the Blatt case led the Board and 
the courts to invalidate regulations ™ pro- 


8 The difficulties arose mainly from uncer- 
tainty as to how to apply the severance-from- 
capital theory to the exchange of property. See 
Aubrey R. Marrs, Reflections of a Revenuer 
(Commerce Clearing House, Iric. 1948), p. 52. 
The requirement of a severance from capital 
was established in Hisner v. Macomber [1 vustc 
1 32], 252 U. S. 189. 

* See, e.g., Lynch v. Turvish [1 vustc 7 18], 
247 U. S. 221 (1918), quoting from Gray v. Dar- 
lington, 82 U. S. 63 (1872). 

10 Supra, footnote 8. See also U. S. v. Phellis 
{1 ustc § 156], 257 U. S. 156 (1921); Weiss v. 
Stearn, 265 U. S. 242 (1924). 

1 Regulations 74, 77, Article 63; Regulations 
86. 94, 104, Article 22 (a)-13; Regulations 103, 
Section 19.22 (a)-13, prior to amendment by 
T. D. 4980 in 1940. F. 8. Stimson Corporation 
[CCH Dec. 10,118], 38 BTA 303; Campbell v. 
U. 8. [40-1 ustc 7 9135], 106 F. (2d) 994 (CCA-9, 
1939). 
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viding an option for the lessor to report the 
lessee’s improvements as income at the time 
of completion or to amortize the estimated 
depreciated value over the life of the lease. 

The problem, in somewhat modified form, 
was again before the Supreme Court in 
Helvering v. Bruun [40-1 ustc J 9337], 309 
U. S. 461 (1940).% In that case the lessee 
had erected on the leased property a new 
building which, under the terms of the lease, 
remained the property of the lessor. The 
Supreme Court restricted the severance 
theory to stock dividends, as in Eisner v. 
Macomber, and held that upon renunciation 
of the lease the lessor had “received back 
his land with a new building on it which 
added an ascertainable amount to its value. 
It is not necessary to recognition of taxable 
gain that he should be able to sever the im- 
provement begetting the gain from his 
original capital.” 

Much could be said for the soundness of 
this decision, particularly since there was a 
corporeal addition to the leased property 
and not merely an appreciation in the value 
of an asset in its unchanged form. How- 
ever, strong criticism was provoked by the 
inequitable result * that the lessor had -to 
pay income tax on the full value of the im- 
provement at a time when he received the 
property but not any disposable cash. 

To eliminate the effect of the Bruun deci- 
sion, Congress, by the 1942 Act, created a 
new Code Section 22 (b) (11). The present 
provision excludes all income (other than 
rent) derived by a lessor of realty, upon 
termination of a lease, representing the value 
attributable to buildings or other improve- 
ments made by a lessee. Consequently, any 
gain is taxed upon ultimate disposition of 
the property. To accomplish that end, new 
Section 113 (c) provides that improvements 
excludible from gross income under Section 
22 (b) (11) do not affect the basis of property. 
(Where the lessor included the value of 
improvements in gross income of any tax- 
able year beginning prior to January 1, 1942, 
the basis is adjusted.) 

The Bruun case dealt with a situation in 
which the lessee’s improvements were not 
part of the rent. Thus, the exclusion from 
gross income under new Section 22 (b) (11) 





122 Followed by Helvering v. Center Investment 
Company [40-1 ustc { 9421], 309 U. S. 639 
(1940); Helvering v. Wood [40-1 ustc { 9367], 
309 U. S. 637 (1940). See also Greenwood Pack- 
ing Plant v. Commissioner [42-2 ustc { 9752], 
131 F. (2d) 787 (CCA-4, 1942). 

13 Mertens, Law of Federal Income Taxation, 
Vol. II, Section 11.15, supplement to p. 68, and 
Section 11.15, note 31. See also Ways and 
Means Committee Report 2333, 77th Congress, 
2d Session, pp. 68 et seq. 
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covers only such cases. The exclusion is 
not intended to apply where the surrendered 
improvements represent a liquidation in kind 
of lease rentals.* 


Discharge of Corporate Debt 


Beginning with Regulations 45, the Regu- 
lations held that a corporation purchasing 
its bonds at less than face value or issuing 
price exceeds the purchase price. The Su- 
preme Court approved this rule in U. S. v. 
Kirby Lumber Company [2 ustc { 814], 284 
U. S. 1 (1931), stating that a discharge of 
indebtedness results in the realization of 
taxable income unless there are ingredients 
which make the transaction a loss, as in 
Bowers v. Kerbaugh-Empire Company [1 
ustc 7 174], 271 U. S. 170 (1926). These 
principles were expended by later decisions 
in a twofold way: (1) that actual retire- 
ment was not necessary,” the test being 
the intention of the parties at the time of 
the transaction;* and (2) that the Kirby 
rule was applied to a corporation which, 
having acquired all the assets and assumed 
all the liabilities of another corporation, 
purchased bonds of its predecessor at less 
than face value.” Relying on the Kirby rule, 
the courts have held that the general prin- 
ciple as to the realization of income from 
cancellation of indebtedness does not apply 
in two situations: (1) where an outright 
gift is made,” and (2) where the taxpayer 
is still insolvent after the transaction.” 

After the great depression of the 1930's, 
the effect of the Kirby decision hindered the 
recovery of debtors in a weakened financial 
position. Congress thereupon came to the 
rescue with several relief provisions designed 
to eliminate the undesirable effects of the 





4 Ways and Means Committee Report No. 
2333, 77th Congress, 2d Session, p. 69. 

1% Virginia Iron Coal & Coke Company [CCH 
Dec. 8418], 29 BTA 1087; Sacramento Medico- 
Dental Building [CCH Dec. 12,585], 47 BTA 
315; Montana, Wyoming & Southern Railroad 
[CCH Dec. 8674], 31 BTA 62, aff’d [35-2 ustc 
| 9384] 77 F. (2d) 1007 (CCA-3, 1935). 

16 Garland Coal & Mining Company v. Hel- 
vering [35-1 ustc { 9072], 75 F. (2d) 663 (CA of 
DC, 1935); Transylvania Railroad Company v. 
Commissioner [38-2 ustc { 9517], 99 F. (2d) 69 
(CCA-4, 1938). 

 Helvering v. American Chicle Company [4 
ustc J 1240], 291 U. S. 426 (1934). 

18 Helvering v. American Dental Company [43-1 
ustc { 9318], 318 U. S. 322 (1943). 

%U, 8. v. Kirby Lumber Company, supra; 
Lakeland Grocery Company [CCH Dec. 9707], 
36 BTA 289; Kramon Development Company 
[CCH Dec. 13,753], 3 TC 342; Main Properties, 
Inc. [CCH Dec. 14,249], 4 TC 364. In F. W. 
Sickles Company v. U. 8. [40-1 ustc { 9286], 31 
F. Supp. 654 (Ct. Cls., 1940), the principle is 
agreed upon as a matter of law. 
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Kirby rule. In 1938, the Chandler Act an- 
nounced that in certain bankruptcy pro- 
ceedings the debtor does not realize income 
from a modification of its indebtedness.” 
Further relief was extended in the second 
Revenue Act of 1940 by adding to the Code 
the rule that income from retirement of 
certain bonds is excluded from excess profit 
net income.” 


In 1939, Congress added a special provi- 
sion to the Code, Section 22 (b) (a), dealing 
with corporate income from discharge of 
indebtedness. This was done “largely with 
a view of enabling debt-ridden railroads to 
repurchase their own bonds at a discount 
without subjecting themselves to a pro- 
hibitive penalty.” ” 


The new provision granted corporations 
an election to exclude income™ from dis- 
charge of indebtedness and to consent to 
the application of regulations providing for 
a downward adjustment of basis.* Only 
indebtedness outstanding on June 1, 1939, in 
the form of bonds, debentures, notes, cer- 
tificates or other evidence of indebtedness, 
and canceled after June 29, 1933, qualified 
for the election, on the condition that the 
corporation could establish its unsound 
financial condition at the time of the dis- 
charge. (The 1939 Act limited the provision 
by making it inapplicable to years beginning 
after December 31, 1942. This barrier has 
been removed by later acts.) 


Since the exclusion from income is neces- 
sarily combined with an adjustment of basis, 
the result is, of course, not an over-all re- 
duction of tax but a postponement. The 
1942 Act amended Section 22 (b) (9) by 
extending the applicability to years begin- 
ning before January 1, 1946,” and by elimi- 
nating the requirement that the corporation 


2 Regulations 111, Sections 29.22 (a)-13, 
29.113 (b) (1)-2; Act of July 1, 1940, Public No. 
699; Chapter 500, amending the Bankruptcy 
Act. 

21 Section 711 (b) (1) (C), as amended by 
Section 207 (f), Revenue Act of 1942. 

22 Senate Finance Committee Report No. 1631, 
77th Congress, 2d Session, p. 77. 

23 Unamortized premium is excluded from 
gross income, but on the other hand unamor- 
tized discount is not deductible. 

2% Section 113 (b) (3), as added by Section 
215 (b), Revenue Act of 1939. For the adjust- 
ment of basis in detail, see Regulations 111, 
Sections 29.113 (b) (3)-1 and (b) (3)-2. Making 
the election requires careful consideration, par- 
ticularly as to whether income coming under 
Section 22 (b) (9) could be excluded under other 
theories. Compare the interesting case of Bulk- 
ley Building Company [CCH Dec. 14,206(M)], 
3 TCM 1127 (1944). 

2 Section 114 (a). Under Public No. 112, 80th 
Congress, the provision is not applicable to 
years beginning after December 31, 1949. 
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establish its unsound financial condition and 
further that the securities were in existence 
on June 1, 1939. Congress, in relaxing the 
standard established in 1939, wanted to make 
it possible for all corporations to obtain the 
advantages of this provision without an 
impairment of their credit.” 


Life Insurance Proceeds 
After Reorganizations 


Life insurance, endowment or annuity 
contracts (or any interest therein) are often 
transferred for valuable consideration. In 
this event the proceeds are tax exempt under 
Section 22 (b) (2), but only to the extent 
of the consideration plus other sums sub- 
sequently paid by the transferee. The Board 
and the Fifth Circuit Court of Appeals had 
held the principle applicable to transfers in tax- 
free reorganizations and liquidations, in Stroud 
& Company, Inc. [CCH Dec. 12,191], 45 BTA 
962, and in King Plow Company v. Commis- 
sioner [40-1 ustc 9330], 110 F. (2d) 649. 


Congress felt that this treatment was con- 
trary to the scope of the nonrecognition 
provisions for reorganizations. It overrode 
the King Plow and Stroud decisions with a 
new clause in Section 22 (b) (2), added by 
Section 110 (a) of the 1942 Act. Under the 
present provision the general rule as to 
transfer for valuable consideration does not 
apply where the transferee’s basis of an in- 
surance contract is determined in whole or 
in part by the transferor’s basis. In other 
words, where the transferee takes the trans- 
feror’s basis, the same principles govern as 
in the case of a transfer without valuable 
consideration. 


Thus, as pointed out in Regulations 111, 
Section 29.22 (b) (2)-3, a corporation which 
has acquired a life insurance policy from its 
predecessor in a tax-free reorganization does 
not include in gross income the proceeds 
of the policy upon the death of the insured 
if they would be exempt in the hands of its 
predecessor. 


Recoveries 


Recovery of an item deducted in a prior 
year gives rise to two questions: (1) Is in- 
come received in the recovery year, or is an 
adjustment of the deduction year in order? 
(2) To what extent is a recovery includible 
in income? The first query was generally 
answered by decisions that the income arises 


26 Senate Finance Committee Report No. 1631, 
77th Congress, 2d Session, pp. 77-78. 
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in the recovery year.” As to the second 
problem, there was considerable confusion 
and difference of opinion. The .Board® 
adopted the tax-benefit theory, while the 
Circuit Courts” insisted that any recovery 
was income regardless of whether the prior 
deduction resulted in a tax benefit. The 
Treasury followed the tax-benefit theory be- 
tween 1937 and 1939;” but in 1940, with a 
complete reversal of policy, it ruled that 
all recoveries were taxable income.” 

Aside from the fandamental divergence 
of opinion, the problem was even more con- 
fused by numerous partly contradictory 
qualifications according to the nature of the 
previous deduction. Congress, in the 1942 
Act, added Section 22 (b) (12) in the hope 
that the new formula would secure and 
clarify the applicability of the tax-benefit 
theory in order to avoid the uncertainty 
from the contradictory court decisions™ 
and from the numerous qualifications.™ 
Under the current provision, recoveries of 
bad debts, prior taxes or delinquent amounts 
are excluded from income of the recovery 
year—but only to the extent that they did not 
work a tax reduction in the deduction year.™ 

Section 22 (b) (12) does not mention 
losses and other expenses. In the Dobson 
case the Supreme Court settled the appli- 
cation of the recovery-exclusion rule to 





21 Hstate of William H. Block [CCH Dec. 
10,585], 39 BTA 338 (citing prior cases); aff’d 
sub, nom, Union Trust Company of Indianapolis, 
Executor v. Commissioner [40-1 ustc { 9273], 111 
F. (2d) 60 (CCA-7, 1940). 

28 Amsco-Wire Products Corporation [CCH 
Dec. 11,851], 44 BTA 717; Barnhart-Morrower 
Consolidated [CCH Dec. 12.821], 47 BTA 590, 
aff'd [45-2 ustc { 9347] 150 F. (2d) 285 (CCA-9, 
1945); Lake View Trust & Savings Bank [CCH 
Dec. 7854], 27 BTA 290. 

2 Harwick v. Commissioner, 133 F. (2d) 732 
(CCA-8, 1943), rev’g [CCH Dec. 12,486-H], BTA 
memo. op. (1942); Dobson [CCH Dec. 12,487-A], 
BTA memo. op. (1942), and Collins [CCH Dec. 
12,474], 46 BTA 770, aff'd in part and rev’d in 
part in Dobson v. Commissioner [44-1 ustc 
{ 9108], 320 U. S. 489 (1943). 

2G. C. M. 18525, 1937-1 CB 80: I. T. 3172, 
1938-1 CB 150; G. C. M. 20854, 1939-1 CB 102. 

3G. C. M. 22163, 1940-2 CB 76, modifying 
G. C. M. 18525, 1937-1 CB 80, revoking G. C. M. 
20854, supra; I. T. 3390, 1940-2 CB 68, modifying 
I. T. 3278, 1939-1 CB 76; I. T. 3391, 1940-2 CB 
179, revoking I. T. 3172, supra, and I. T. 3256, 
1939-1 CB 172. 

3% See Dobson v. Commissioner, supra, foot- 
note 29, reviewing the cases. 

33 Special rules are provided for corporations 
improperly accumulating surplus and for per- 
sonal holding companies. Section 22 (b) (12) 
(E); Revenue Act of 1942, Section 116. 

3tSee William T. Plumb, ‘‘The Tax Benefit 
Rule Today,’’ 57 Harvard Law Review 129 (1943), 
and ‘“‘The Tax Benefit Rule Tomorrow,’’ 57 
Harvard Law Review 675 (1944); Charles W. 
Tye, ‘‘The Tax Benefit Theory Reexamined,’’ 3 
Tax Law Review 329 (1948). 
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worthless stock losses in a rather circuitous 
way. Stating that the Circuit Court of 
Appeals had no power to review Tax Court 
decisions on questions of fact, it held that 
the qualification of a recovery as income 
involved a fact question to be decided solely 
by the Tax Court. The Supreme Court 
rejected the contention that Congress had 
limited the application of the tax-benefit 
theory to the recovery of “bad debts, prior 
taxes or delinquency amounts.” The Court 
stated that the specific exception in bad 
debt cases as provided by Section 22 (b) 
(12) was necessitated by the attitude of the 
Circuit Courts, which, in reversing the Tax 
Court in these causes, had ‘established a rule 
distorting income. In adding that “Con- 
gress would hardly expect the courts to 
repeat the same error in another class of 
cases,” the Supreme Court indicated that it 
considered the tax-benefit rule applicable to 
other situations, and, obviously relying upon 
the prior practice of the Tax Court, left the 
way open to such application. The Treasury 
adopted the same theory by extending the 
application of the recovery exclusion under 
the tax-benefit principle to all other losses, 
expenditures and accruals which were a 
basis for a deduction in prior years, in- 
cluding war losses.* 


Income From U. S. Sources 


Nonresident aliens and foreign corpora- 
tions are taxed on income sources within 
the United States. Interest from such 
sources was defined in Section 119 (a) (1) 
of the Revenue Act of 1932, and in prior 
acts, to include interest on bonds, notes 
or other interest-bearing obligations of resi- 
dents, corporate or otherwise. The courts 
construed this provision to exclude interest 
paid by the United States, its territories or 
the District of Columbia on their obliga- 
tions, on tax refunds and on judgments.” 
The underlying theory was that such inter- 
est was not enumerated in the statute, and 
that it did not come under the general clause 
because the United States could not be a 
resident of this country. This strict con- 
struction of the statute was disapproved by 





% Regulations 111, Section 29.22 (b) (12)-1 as 
amended. The Regulations refer to the Dobson 
case. Depreciation, depletion, amortization and 
amortizable bond premium do not come under 
the exclusion. 

% Consorzio Veneziano di Armamento e Navi- 
Jazione [CCH Dec. 6590], 21 BTA 984 (interest 
on a claim against the United States for taking 
property for public use); Stockholms Enskilda 
Bank [CCH Dec. 7549], 25 BTA 1328, aff’d [1933 
CCH { 9605] CA of DC, 68 F. (2d) 407, rev’d 
[35-1 ustc J] 9007] 293 U. S. 84 (1934). 
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Congress. Committee reports” on the 1934 
Act stated that Congress never intended 
such exceptions, and that the decisions of 
the courts were incorrect. In order “to 
remove any doubt as to the future,” the 
definition in Section 119 (a) (1) was 
amended, enumerating, in addition to the 
above-described types of interest, interest 
from the United States, any of its territories, 
any political subdivision of a territory or 
the District of Columbia. 


Alimony 


Periodic payments of alimony or allow- 
ance for support to a divorced or separated 
spouse are usually made either directly from 
one spouse to the other or by way of ali- 
mony trusts. The tax treatment of both 
forms of payment was’ fundamentally 
changed in the 1942 Act. 


Since 1919, the Regulations have stated: 
“An amount of principal paid under a mar- 
riage settlement is a gift. Neither alimony 
nor an allowance based on a settlement 
agreement is taxable income.” ® Since ali- 
mony and settlement agreements flow from 
the husband’s legal duty to support his 
wife,” they are not gifts. In holding such 
payments tax free, the courts considered 
that the spouses were not separate tax- 
payers.” The same principle was applied to 
alimony trusts created by a husband in favor 
of his wife in contemplation of a divorce 
where payments to the beneficiary dis- 
charged the grantor’s general obligation to 
support his wife.” The general principles as 
to the taxation of income from alimony 
trusts were refined in a number of Supreme 
Court decisions,” with the results that a 
husband as grantor of a trust for the dis- 


31 Senate Finance Committee Report No. 558, 
73rd Congress, 2d Session, p. 38; Ways and 
Means Committee Report No. 704, 73rd Con- 
gress, 2d Session, p. 32. 

38 Regulations 45, Article 73, and later regula- 
tions until and including Regulations 103, Sec- 
tion 19.22 (b) (3)-1. 

3% Audubon v. Shufeldt, 181 U. S. 575 (1901). 

4# Alimony payments are somewhat similar to 
assignment of income. See Mertens, op. cit., 
Vol. 1, 15.23, note 96. The theory of ‘‘enjoy- 
ment of income’’ might make the paying spouse 
the taxpayer. See Douglas v. Willcuts [36-1 
ustc {| 9002], 296 U. S. 1 (1935). 

41 Gould v. Gould [1 ustc § 13], 245 U. S. 151 
(1917); Mildred K. Hyde [CCH Dec. 11,310], 
42 BTA 738; Princess Lida of Thurn & Taxis 
[CCH Dec. 9909], 37 BTA 41; Douglas v. Will- 
cuts, supra, footnote 40. 

«4 Helvering v. Fitch [40-1 ustc {| 9209], 309 
U. S. 149 (1940); Helvering v. Leonard [40-1 
ustc J 9420], 310 U. S. 80 (1940); Helvering v. 
Fuller [40-1 ustc { 9419], 310 U. S. 69 (1940); 
Pearce v. Commissioner [42-1 ustc { 9327], 315 
U. S. 543 (1942). 
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charge of his continuing (even contingent) 
obligation was taxable on the trust income 
distributable to the spouse. On the other 
hand, the husband was not taxable on the 
trust income, where his duty and obligation 
for support was completely and absolutely 
discharged under local law and under the 
terms of an irrevocable, bona fide trust, be- 
cause the spouse received income from a 
settlement, not from alimony. Thus, the tax 
of the husband or wife depended largely on 
the provisions of local law as to the spouse’s 
obligations for support and as to the possi- 
ble discharge of this obligation. 

The uncertainties generated by the Fitch, 
Fuller and Leonard cases induced the Senate 
Finance Committee“ to propose clarifying 
legislation in the Revenue Act of 1941. Such 
legislation was finally enacted in the 1942 
Act, Section 120. Congress eliminated the 
theory of the Gould case and provided that 
alimony payments made by a spouse to the 
divorced or legally separated partner are 
included in the gross income of the recipient 
and deductible by the paying spouse.“ 
Simultaneously, Congress reversed the 
theory of Douglas v. Willcuts, added Section 
171 to the Code and made the income from 
an alimony trust taxable to the beneficiary- 
wife who is divorced or legally separated. 
The new section was designed“ to include 
in the gross income of a wife who is divorced 
or legally separated under a decree of di- 
vorce or separate maintenance “ the income 
from any trust which she is entitled to 
receive and which, except for the new Sec- 
tion 171, would be taxable to the husband. 
Since the wife is considered beneficiary of 
the trust (Section 171 (b)), the trust or 
estate has a deduction corresponding to the 
distribution. 

At the same time, Congress amended the 
provisions as to exclusion of life insurance 
and annuity payments from gross income 
(Sections 22 (b) (1) and 22 (b) (2)) to the 
effect that periodic payments received by a 
divorced or separated spouse which are tax- 
able to her under Section 22 (k) do not come 
under the general principles for payments on 


*# Report No. 673, 77th Congress, 1st Session, 
p. 32. See also Bush v. Commissioner [43-1 ustc 
| 9323], 133 F. (2d) 1005 (CCA-2, 1943), against 
the ‘‘sweeping generalization’’ of the Leonard 
case. 

44 Sections 22 (k), 23 (u). Periodic payments 
taxable to the wife and attributable to prop- 
erty transferred by the husband in discharge 
of his obligation and not included in his gross 
income are not deductible. 

# Senate Finance Committee Report No. 1631, 
77th Congress, 2d Session, p. 85. 

*See the author’s article, ‘‘Taxation of 
Family Liquidation,’’ TAXES—The Tax Maga- 
zine, November, 1946, p. 1054. 
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life insurance, endowment or annuity con- 
tracts set forth in Sections 22 (b) (1) and 
22 (b) (2) (A). 

The intent of the new provisions, as 
stated in the committee report,” was to re- 
lieve the tax burden of the paying spouse 
and to produce uniformity in the treatment 
of amounts paid in the nature of or in lieu 
of alimony, regardless of the variance of 
state law concerning the existence and con- 
tinuance of an obligation to pay alimony. 


Nonbusiness Expenses 


Prior to 1942, Section 23 (a) allowed the 
deduction of expenses, but only if they had 
been incurred “in carrying on any trade or 
business.” Taxpayers with extensive finan- 
cial interests attempted to invoke that pro- 
vision to justify deduction of management 
expense. It was usually claimed—among 
other contentions—that the taxpayer de- 
voted a substantial part of his time to the 
supervision and management of investments, 
and that he employed office help, kept a steady 
office and had to take care of transactions 
with a certain regularity and continuity. 
Much litigation made the status of the law 
rather uncertain. Nevertheless, at least a 
number of decisions had held that “exten- 
sive, varied, continuous and regular” activi- 
ties of an investor did constitute the carrying 
on of a trade or business, and that in such 
situations the deduction of management ex- 
penses was justified.* 


In 1941, when the issue came before the 
Supreme Court, the picture changed com- 
pletely. In Higgins v. Commissioner [41-1 
ustc J 9233], 312 U. S. 212, relating to an 
investor, and in U. S. v. Pyne [41-1 ustc 
{ 9428], 313 U. S. 127, relating to the executor 
of an estate, the Court held that only a 
taxpayer carrying on a trade or business 
could deduct expenses, and that continuity 
and extent of work were immaterial factors. 
The principles announced in these decisions 
made it clear that expenses of investing 
funds and managing investments were not 
deductible as business expenses irrespective 
of the amount of time and work devoted to 
the task, and that the statutory provision 
for business expenses was to be construed 
differently from what had been believed to 





47 Senate Finance Committee Report No. 1631, 
77th Congress, 2d Session, p. 83 et seq. 

48 Dalton v. Bowers [3 ustc { 1008], 287 U. S. 
404 (1932); Kales v. Commissioner [39-1 vustc 
{ 9255], 101 F. (2d) 35 (CCA-6, 1939); Miller 
v. Commissioner [39-1 ustc {| 9390], 102 F. (2d) 
476 (CCA-9, 1939). The case law is surveyed 
in I. T. 2751, XIII-1 CB 43, revoked by I. T. 
3452, 1941-1 CB 205. 
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be the law. The Treasury admitted that 
the result was inequitable. Congress there- 
upon amended the Code to allow the deduc- 
tion of expenses for the production or 
collection of income and for the manage- 
ment, conservation or maintenance of 
property held for the production of income.* 


Although the intent and scope of the new 
provision seemed clear,” considerable litiga- 
tion continued to arise. 


In an early case under the current provi- 
sion, McDonald v. Commissioner [44-2 ustc 
{ 9516], 323 U. S. 57, the taxpayer, a judge, 
sought the deduction of campaign expenses 
incurred in seeking re-election. The: Su- 
preme Court denied the deduction. Its con- 
struction of the statute was based, properly, 
on the legislative and prelegislative judicial 
history of Section 23 (a) (2). Referring 
to the hearings before the Ways and Means 
Committee, the Supreme Court’s majority 
(four judges dissented vigorously) stated 
that the intent of the new rule was to afford 
relief for the inequitable situation which 
became manifest in the Higgins case, and 
that Congress had adopted Section 23 (a) 
(2) for that restricted purpose only. There- 
fore, the new provision was held to enlarge 
the categories of income from which ex- 
penses may be deducted but not the range 
of allowable expenses. In a 1945 decision, 
Trust of Bingham v. Commissioner [45-2 ustc 
{ 9327], 325 U. S. 365, the Supreme Court 
referred to the McDonald case and to the 
Congressional reports as its basis for the 
construction of the statute,” and stated: 


“The effect of Section 23 (a) (2) was to 
provide for a class of nonbusiness deduc- 
tions co-extensive with the business deduc- 
tions allowed by Section 23 (a) (1) except 
for the fact that, since they were not in- 
curred in connection with a business, the 
section made it necessary that they be in- 
curred for the production of income or in 
the management or conservation of property 
held for the production of income.” 





4 Section 23 (a) (2), as added by Section 12106 
the Revenue Act of 1942. Simultaneously, Sec- 
tion 23 (c) was amended to allow a deduction for 
depreciation of property held for income pro- 
duction. 


50 Senate Finance Committee Report No. 1631, 
77th Congress, 2d Session, p. 87 et seq.; Hear- 
ings Before Ways and Means Committee, 77th 
Congress, 2d Session, p. S88. 


51 Other cases also construed Section 23 (a) 
(2) by reference to its legislative history—e.g., 
Bowers v. Lumpkin [44-1 ustc { 9200], 140 F. 
(2d) 927 (CCA-4, 1944); Davis v. Commissioner 
[45-2 ustc f 9418], 151 F. (2d) 441 (CCA-8, 1945): 
Williams v. McGowan [46-1 ustc { 9120], 152 F. 
(2d) 570 (CCA-2, 1946). 
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Partly Worthless Debts 


By Section 124 of the Revenue Act of 
1942 Congress amended Code Section 
23 (k), the provision for bad debt deduc- 
tions, by eliminating the dual requirements 
of ascertainment and _ charge-off. The 
amended section was construed to obviate 
the charge-off requirement for partially 
worthless debts as well.” The provision 
was again amended by Section 113 of the 
Revenue Act of 1943, by inserting the 
charge-off prerequisite for partially worth- 
less debts in Code Section 23 (k). 

The Senate Finance Committee report ™ 
stated that in recasting Section 23 (k) in 
the 1942 Act, it was not the intention of 
Congress to abolish the charge-off require- 
ment for partially worthless bad debts. This 
was made clear by restoring the language 
used in the Code prior to the 1942 Revenue 
Act for partially worthless debts. 


Cooperative Apartments 


Prior to 1942, the courts had consistently 
held that the total amount paid by a stock- 
holder-tenant to a cooperative corporation 
was personal rent for a residential apart- 
ment. The decisions disapproved of all at- 
tempts to deduct amounts allocable to taxes 
and interest paid by the cooperative.“ To 
relieve this inequitable situation, Congress 
added a remedial provision to the Code as 
Section 23 (z),” granting the tenant-stock- 
holder a deduction for his payments allocable 
to certain taxes and interest paid by the 
corporation. 


War Losses 


The experiences of many taxpayers in 
claiming war losses after World War I 
were not happy ones. Finally, the principles 
announced by the Supreme Court in U. S. 
v. White Dental Manufacturing Company [1 
ustc § 235], 274 U. S. 398 (1927), led to the 
conclusion that the taxpayer had to take 
the loss in the year it was actually sustained, 
and that he had to show proof as to the time 
of destruction. Congress realized that the 
requirements could hardly be fulfilled by the 
taxpayer, and wrote a new Section 127 into 


8: Hstate of Harris Fahnestock [CCH Dec. 
13,503], 2 TC 756. 

53 Report No. 627, 78th Congress, 1si Scssion. 

5 Wood v. Rasquin [37-2 ustc { 9508], 21 F. 
Supp. 211 (DC N. Y., 1937), citing prior cases; 
Charles R. Holden [CCH Dec. 7895], 27 BTA 
530. 

55 Revenue Act of 1942, Section 128: Senate 
Finance Committee Report No. 1631, 77th Con- 
gress, 2d Session. 
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the Code.” Thus, the taxpayer is able to 
determine a time at which the loss is con- 
sidered to be sustained and the amount 
which may be deducted. Further provisions 
establish the treatment of war losses as 
casualty losses, not capital losses, and also pre- 
scribe the treatment of recoveries.” 


Installment Method 


Although early tax statutes did not men- 
tion the installment method of reporting 
income, regulations since 1918 permitted the 
use of the installment technique.* During 
1925, the Board of Tax Appeals ® held these 
regulations invalid because the statute rec- 
ognized only two accounting procedures— 
cash and accrual. It was held that the Com- 
missioner was not required to accept install- 
ment reporting. The Board noted that 
Treasury policy gave taxpayers changing 
from the accrual to the installment basis 
unwarranted benefits and also distorted in- 
come during a transition period, in that 
such taxpayers did not have to report install- 
ment receipts which had previously accrued. 


To remedy the chaos created by the Todd 
case and similar cases, Congress inserted Sec- 
tion 212 (d) in the Revenue Act of 1926. It 
was the intention™ to incorporate into the law 
the general principles of the regulations al- 
lowing the installment basis. By making the 
provision retroactive, Congress validated all 
regulations for prior years. In requiring 
the taxpayer to return installment payments 
on the basis of actual receipt regardless of 
whether they had already been reported as 
accrued income in earlier years, the Treasury 


56 Revenue Act of 1942, Section 156. 

51 Senate Finance Committee Report No. 1631, 
77th Congress, 2d Session, p. 127 et seq.; Con- 
ference Committee Report No. 2586, 77th Con- 
gress, 2d Session, p. 48 et seq. Even under the 
new provision taxpayers may encounter diffi- 
culties in establishing the time of a war loss, 
as in Robert E. Ford [CCH Dec. 15,034], 6 TC 
499. 

5s Regulations 33 (revised), Articles 116, 117; 
Regulations 45, Article 42. The 1921 Act (Sec- 
tion 202 (f)) and the 1924 and 1926 Acts (Section 
202 (c)) said only that the section of the statute 
(referring to accounting methods) did not pre- 
vent taxation of profit from installment pay- 
ments in the year of receipt. 

°® B. B. Todd, Inc. [CCH Dec. 282], 1 BTA 
762; 650 West End Avenue [CCH Dec. 876], 2 
BTA 958; Manomet Cranberry Company [CCH 
Dec. 263], 1 BTA 706; M. E. Weed [CCH Dec. 
735], 2 BTA 539. 

6° Senate Finance Committee Report No. 52, 
69th Congress, 1st Session, p. 19. See also Sen- 
ate Finance Committee Report No. 960, 70th 
Congress, 1st Session, p. 23; Ways and Means 
Committee Report No. 2, 70th Congress, ist 
Session, p. 14; Conference Report No. 356, 69th 
Congress, 1st Session, p. 32. 
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replaced by a possible double taxation fea- 
ture the potential tax benefit disapproved 
by the Board.“ The 1928 Act, Section 
44 (c), contained for the first time, as a 
specific provision for the transition period, 
the rule that all installments received during 
a taxable year are to be reported regardless 
of prior treatment.® 


Earnings and Profits 


The concept of earnings and profits dis- 
tributable as dividends was considerably 
changed by the second Revenue Act of 1940. 
Previously the courts had held that gain 
realized, but not recognized under specific 
nonrecognition provisions, formed part of 
earnings and profits. The Bureau had never 
questioned that tax-exempt income increased 
earnings and profits. The Board, as well 
as the courts, did not feel that nonrecognized 
income was materially different from tax- 
exempt income so as to justify a different 
treatment with respect to earnings and 
profits.® 


The effects of the rule as applied in the 
Young case seemed intolerable to Congress. 
There, in a tax-free exchange, Corporation 
A gave up stock bearing a $36,000 basis for 
stock with a fair market value of $957,000, 
resulting in a nonrecognized gain of 
$921,000. In 1930, A distributed $221,000 
worth of stock to Corporation B, its share- 
holder. Under the 1930 Act, corporations 
could deduct dividends received from other 
corporations. Hence, when the court held 
that the $921,000 was part of A’s earnings, 
the distribution became a dividend and thus 
was tax free to B, although its basis for the 
A stock was only $8,060. 


The result was contrary to Treasury 
policy,* and Congress felt impelled to rectify 


61T, D. 3921, V-2 CB 24. The courts upheld 
the Treasury in numerous decisions: Blum’s, 
Inc. [CCH Dec. 2633], 7 BTA 737; Hoover-Bond 
Company v. Denman [1932 CCH f{ 9376], 59 F. 
(2d) 99 (CCA-6, 1932); Brant Company v. U. 8. 
[5 ustc § 1481], 40 F. (2d) 126 (Ct. Cls., 1930). 

62 For occasions when the courts, in constru- 
ing the statute, referred to the prelegislative 
and judicial history of the installment provi- 
sions, see W. Huntington [CCH Dec. 4950], 15 
BTA 851; Burnet v. S & L Building Corporation 
[3 ustc § 1064], 288 U. S. 406 (1933); Blum’s, 
Inc., supra, footnote 61; Willcuts v. Gradwohl 
[1932 CCH { 9242], 58 F. (2d) 587 (CCA-8, 1932). 

68 Susan T, Freshman [CCH Dec. 9129], 33 
BTA 394; Robert McCormick, Executor [CCH 
Dec. 9220], 33 BTA 1046; W. 8S. Farish & Com- 
pany [CCH Dec. 10,096], 38 BTA 150, aff’d [39-2 
ustc { 9598] 104 F. (2d) 883 (CCA-5, 1939); Com- 
missioner v. F. J. Young Corporation [39-1 ustc 
7 9424], 103 F. (2d) 137 (CCA-3, 1939), aff’g 
[CCH Dec. 9623] 35 BTA 860. See also footnote 
69, infra. 

* Regulations 101, Article 115-3. 
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the situation.” This it did in the second 
Revenue Act of 1940 by decreeing (retro- 
actively) that realized gain or loss enters 
earnings and profits, but not beyond the 
extent to which gain or loss is recognized. 
Congress believed the “clarification” neces- 
sary since the new rule controls the de- 
termination not only of dividend taxability 
but also of equity-invested capital.” As 
pointed out in committee reports,® the 
amended provisions govern all transactions 
which are tax free under Section 112. Sec- 
tion 146 (a) of the 1942 Act amended Section 
115 (1) of the Code (again retroactively) 
by providing that wash-sale losses for which 
a deduction is disallowed under Section 118 
(or corresponding prior statutes) are 
deemed not to be recognized in determining 
earnings and profits. (This amendment 
remedied an oversight in the drafting of 
the second 1940 Act.) 


In 1945, the Supreme Court was asked 
to decide upon the retroactivity of the new 
rule in a liquidation under Section 112 (b) 
(7) of the 1938 Act. The Ninth Circuit 
Court of Appeals had held the retroactive 
amendment unconstitutional, and had fol- 
lowed the Yotng case. In reversing, the 
Supreme Court held that the Young deci- 
sion was incorrect, and that regulations 
under the 1938 Act—which reached the same 
result as the amended Section 115 (1)— 
were valid.” 


Distribution of Earnings 


Section 115 (h) of the Revenue Act of 
1934, and corresponding prior sections, pro- 
vided that distributions of stock or securities 
in reorganizations or other exchanges on 
which gain was not recognized in full did 
not decrease earnings and profits. Regula- 
tions 86, Article 115-10, applied the same 
principle to distributions of stock dividends 
which, under the controlling revenue act, 
were not taxable income. The Senate 
Finance Committee, reporting on the 1936 


6& Ways and Means Committee Report No. 
2894, 76th Congress, 3rd Session, p. 41: Senate 
Finance Committee Report No. 2114, 76th Con- 
gress, 3rd Session, p. 23. 

6 Revenue Act of 1940, Section 501 (a), amend- 
ing Code Sections 115 (1), 115 (m). 


6? House Report on Second Revenue Act of 
1940, 1940-2 CB 526. 


68 Supra, footnote 65. 
6 Wheeler v. Commissioner [45-1 ustc { 9235], ~° 


324 U. S. 542, rev’g [44-1 ustc { 9329] 143 F. 
(2d) 162, rev’g [CCH Dec. 13,005] 1 TC 640. 


70 To the same effect, Commissioner v. Charles 
T. Fisher et al., [46-1 ustc { 9205], 326 U. S. 
710 (1946). 
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Act,” pointed out that in both situations 
earnings and profits remained intact and 
available for dividends by the earning cor- 
poration or by another corporation to which 
earnings and profits were transferred in a 
reorganization or other exchange. Finding 
that these rules were supported by the 
courts,” the committee recommended a com- 
plete restatement of the law in the interest 
of greater clarity. Congress followed by en- 
acting Section 115 (h) of the Revenue Act of 
1936, now Code Section 115 (h). 


Stock Dividends 


The development of the statutory provi- 
sions for the taxability of stock dividends 
presents an interesting example of how 
a court decision may influence legislation 
even beyond the import of the court’s hold- 
ing. The 1916 Act treated stock dividends 
as income in the amount of their cash value. 
In 1918, the Supreme Court held that a 
dividend in common stock on common was 
not taxable under the 1913 Act.” The 
Treasury thereupon ruled that this decision 
did not affect the 1916 Act.“ In Eisner v. 
Macomber, however, the Supreme Court de- 
cided that a dividend in common stock on 
common was not income within the meaning 
of the Sixteenth Amendment. 


The Treasury apparently understood the 
Macomber case to cover all types of stock 
dividends.” Congress adopted the same 
view. The 1921 Act provided that stock 
dividends were not taxable, and eliminated 
from the definition of dividends “stock divi- 
dends” as “required” by Eisner v. Macomber.” 


Closer analysis of the Macomber case and 
a number of other Supreme Court deci- 
sions,” all relating to the 1913 or 1916 Acts, 


1 Report No. 2156, 74th Congress, 2d Session, 
p. 19. See also Ways and Means Committee 
Report No. 2894, 76th Congress, 3rd Session, 
p. 42, relating to the second Revenue Act of 
1940. 

72 Commissioner v. Sansome [3 ustc { 978], 60 
F. (2d) 931 (CCA-2, 1932); U. 8. v. Kauffmann 
[1933 CCH { 9089], 62 F. (2d) 1045 (CCA-9, 1933) ; 
Murchison Estate v. Commissioner [35-1 vustc 
{ 9262], 76 F. (2d) 681 (CCA-5, 1935). 

73 Towne v. Hisner [1 ustc J 14], 245 U. S. 418. 

7™ Likewise as to the identical rule in the 1918 
Act. Mertens, op. cit., Vol. I, Section 9, p. 104, 
note 69. 

% T. D. 3052, 3 CB 38. 

7% Senate Finance Committee Report No. 275, 
67th Congress, ist Session, p. 9; Ways and 
Means Committee Report No. 350, 67th Con- 
gress, 1st Session, p. 8. 

7U. 8S. v. Phellis [1 ustc { 54], 257 U. S. 156 
(1921); Rockefeller v. U. 8. [1 ustc 9 55], 257 
U. S. 176 (1921); Cullinan v. Walker [1 ustc 
1 77], 262 U. S. 134 (1923); Weétss v. Stearn [1 
ustc § 94], 265 U. S. 242 (1924); Marr v, U. 8. 
{1 ustc J 137], 268 U. S. 536 (1925). 
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brought out that not all stock dividends 
were of necessity a proliferation of capital 
to be excluded from income. This was 
stated again, in even stronger language, in 
two milestone decisions promulgated in 1936 
and 1937.% It thus became apparent that 
the 1921 amendment had gone too far. 


In the 1936 Act, Congress substituted for 
the provision excluding stock dividends 
from income a more general rule that dis- 
tributions in stock or stock rights were not 
dividends to the extent that they were not 
income within the Sixteenth Amendment.” 
The new provision was before the Supreme 
Court in 1943. The taxability of a dividend 
in common stock on common with no other 
stock outstanding was again in issue,” as in 
Eisner v. Macomber, In construing the new 
provision, the Court made a detailed analysis 
of the prelegislative and judicial history, 
quoting, among others, the members of 
Congress who had charge of the bill and 
participated in committee and floor debates. 
As a result, the Court concluded that Con- 
gress, in writing the 1936 Act, did not intend 


to nullify the principle laid down in Eisner 
v. Macomber. 


Debt in Reorganization 


Section 112 (b) provides for ten types 
of exchanges and reorganizations in which 
gain or loss is not recognized. The statute 
provides further for the partial recognition 
of gain from exchanges not solely in kind. 
This so-called “boot” doctrine applies where 
the transaction would be tax free were it not 
for the receipt of “other property or 
money.” (Sections 112 (c), 112 (d).) 


These rules, in effect with some variations 
since 1924, caused complicated and pro- 
longed litigation on almost every point. For 
many years the treatment of an assumption 
of the transferor’s liability had posed a puz- 
zling question. It was generally believed 
that debt assumption, or the taking of prop- 
erty subject to liabilities, did not give rise 
to taxable gain." In 1938, however, the 
Supreme Court held to the contrary in 


8 Helvering v. Koshland [36-1 usrc { 9294], 
298 U. S. 441 (1936); Helvering v. Gowran [37-2 
ustc { 9571], 302 U. S. 238 (1937), rehearing 
den. 302 U. S. 781 (1938). 

7 Revenue Act of 1936, Section 115 (f) (1), 
now Code Section 115 (f); Ways and Means 
Committee Report No. 2475, 74th Congress, 2d 
Session, p. 10; Senate Finance Committee Re- 
port No. 2156, 74th Congress, 2d Session, p. 18. 

80 Helvering v. Griffiths [43-1 ustc { 9319], 318 
U. S. 371 (1943). 


81 Cyrus v. Eaton [CCH Dec. 10,007], 37 BTA 
715. 
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U. S. v. Manuel L. Hendler [38-1 ustc 
{ 9215], 303 U. S. 564. The Court decided 
that the assumption of a transferor’s lia- 
bility constitutes the receipt of “other 
property or money” within the ambit of 
Section 112 (c) or (d). : 

It was obvious that the Hendler decision 
would have a rather harsh effect on legiti- 
mate revamping of corporate enterprises. 
In spite of the continuity of interest in the 
transferee-organization, a tax became due 
immediately upon the exchange — even 
though the “gain” was only a fiction. These 
new principles were also bound to affect 
(and many times disastrously) all transac- 
tions which had been entered under the 
theory of nontaxability and upon which the 
statute of limitations had not expired. Ad- 
ministrative difficulties for the Treasury in 
reviewing all prior returns which were still 
open comprised another sore spot. 


The Senate Finance Committee ® pointed 
out that the broad interpretation of the 
Hendler case would nullify provisions post- 
poning recognition of gain. In the typical 
change of business form, it is not customary 
to liquidate the liabilities of the business. 
Almost invariably such obligations are as- 
sumed by the continuing corporation. 
Therefore, Congress enacted remedial leg- 
islation to afford relief for both the gov- 
ernment and the taxpayer. The present 
provision™ states that the assumption of 
liability, or the acquisition of property sub- 
ject to liability, as consideration does not 
take the transaction out of the nonrecogni- 
tion provisions of Section 112 (b) (4), (5) 
or (10). Under the amended statute the as- 
sumption of debt, or the acquisition of en- 
cumbered property, is not “money or other 
property” within the meaning of Section 
112 (c) or (d) and corresponding prior acts. 

From the Congressional reports it is clear 
that the current provision is not intended 
to establish a new type of tax-free transac- 
tion. Requirements set forth in Section 
112 (b) (4), (5) or (10) must be met, dis- 
regarding any assumption of or acquisition 
subject to liability. If a transaction comes 
under one of the nonrecognition provisions, 





8% Report No. 648, 76th Congress, 1st Session, 
p. 3. See also Ways and Means Committee 
Report No. 855, 76th Congress, 1st Session, 
p. 18 et seq. 

83 Revenue Act of 1939, Section 213 (a), adding 
Section 112 (k). Section 112 (b) (10) was added 
to the Code of the Revenue Act of 1943, Section 
121. At that time Section 112 (k) was amended 
correspondingly to include also Section 112 (b) 
(10). The new provision applies to taxable years 
beginning after December 31, 1933, but does not 
affect tax liability for years beginning prior to 
January 1, 1943. 
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the question arises as to the meaning of the 
debt assumption. Such assumption is not 
equivalent to the receipt of money or other 
property unless its principal purpose is tax 
avoidance, or unless a bona fide business 
purpose is lacking.” 


Surplus Accumulation 


Since the 1913 Act, Congress has been 
fighting the avoidance of individual surtaxes 
by means of corporate accumulation of surplus 
which, under sound economic principles, 
should be distributed to shareholders. The 
ditficulties Congress encountered in_ its 
search for a satisfactory formulation of its 
intention can be realized from the legislative 
history * of the provisions which tax cor- 
porations accumulating surplus, personal 
holding companies and foreign personal 
holding companies. In earlier acts the tax 
was imposed upon each stockholder on the 
proportionate share of the corporation’s 
gains and profits which he would have re- 
ceived if the accumulated earnings had been 
distributed. In 1921, Congress abandoned 
this approach for a tax upon the corporation. 
This change was explained by the appre- 
hension that the principles announced in 
Eisner v. Macomber might overrule an early 
case holding a similar Civil War tax valid.” 

The 1921 Act and later acts, including the 
1932 Act, imposed tax on net income de- 
fined as net income for purposes of the 
corporate tax increased by certain other 
amounts.” It became doubtful, however, 
whether “net income” had the same meaning 
as “net profits” or “earnings and profits.’”™ 
Congress, therefore, changed the term to 
“adjusted net income.”™ 


Under earlier acts it had been held that 
an unreasonable accumulation of surplus 





8§The amendments made by the 1939 Act 
on account of the Hendler case necessitated 
certain amendments of the basis rules in Code 
Section 113 (a) (b). Revenue Act of 1939, Sec- 
tion 213 (d). See also Revenue Act of 1943, 
Section 121 (c). 

85 See discussion in Mead Corporation [CCH 
Dec. 10,445], 38 BTA 687, rev'd [40-2 ustc 
7 9801], 116 F. (2d) 187 (CCA-3, 1940); Chicago 
Stockyards Company v. Commissioner [42-2 ustc 
| 9607], 129 F. (2d) 937 (CCA-1, 1942). 

86 Collector v. Hubbard, 79 U. S. 1 (1870). 
Senate Finance Committee Report No. 275, 67th 
Congress, 1st Session, p. 16; Ways and Means 
Committee Report No. 350, 67th Congress, ist 
Session, p. 13. 

8? Revenue Act of 1924, Section 220 (d). 

8 Edward D. Untermeyer [CCH Dec. 7295], 24 
BTA 906; aff'd [3 ustc { 970] 59 F. (2d) 1004 
(CCA-2, 1932). 

8° Senate Finance Committee Report No. 558, 
73rd Congress, 2d Session, p. 31; Conference 
Report No. 1385, 73rd Congress, 2d Session, p. 21. 
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put upon the taxpayer the burden of pro- 
ducing evidence as to the purpose of the 
accumulation. Congress found this rule un- 
satisfactory. The subcommittee of the Ways 
and Means Committee referred particularly 
to the decisions in National Grocery Com- 
pany [CCH Dec. 9533], 35 BTA 163, rev’d 
[37-2 ustc J 9504] 92 F. (2d) 931 (CCA-9, 
1937), rev’d [38-2 ustc | 9312] 304 U. S. 
282, and Cecil B. DeMille Productions, Inc. 
[CCH Dec. 8869], 31 BTA 1161, aff’d [37-1 
ustc J 9249] 90 F. (2d) 12 (CCA-9, 1937), 
cert. den. 302 U. S. 713, as exhibits that the 
test set forth for the determination of un- 
reasonable accumulations was inadequate 
for the protection of the revenue.” 


To prevent similar administrative diffi- 
culties Congress amended the statute. Now 
the law is this: the unreasonable accumula- 
tion of surplus is determinative of intent to 
avoid surtax unless the taxpayer, by the 
clear preponderance of evidence, proves to 
the contrary.” 


Personal Holding Company 


In certain situations Congress has 
amended the Code in anticipation of a future 
trend in court decisions against the admin- 
istration. Thus, under the Acts of 1934 and 
1936, personal holding company income in- 
cluded gains from sale of stock or securities. 
The Treasury construed the term “sale” to 
embrace exchanges.” In 1937, Congress 


% Report on 1938 Act, 75th Congress, 3rd Ses- 
sion, dated January 14, 1938. See also Senate 
Finance Committee Report No. 1567, 75th Con- 
gress, 3rd Session, p. 16. 

*" Revenue Act of 1938, Section 102 (c); now 
Code Section 102 (c). 

®2 Regulations 86, Article 351-2; Regulations 
94, Article 351-2. 


amended the 1936 Act™ by adding to the 
word “sale” the words “or exchange.” The 
committee report™ pointed out that this 
was done only to clarify and “to carry out 
the intent of the existing law.” Nevertheless, 
the Board held® that the 1934 Act did not 
include exchanges, and that regulations ex- 
panding the scope of the statute to ex- 
changes were invalid. In a later case™ in 
which the same issue was litigated, the court 
emphasized that had Congress intended to 
include gains from exchanges in personal 
holding income, it might easily have said so. 


Conclusion 


This article presents only a limited selec- 
tion of income tax provisions which have 
been framed in the light (or heat) of prior 
court decisions. Even this small selection 
demonstrates that court decisions have con- 
siderable influence upon the subsequent de- 
velopment of statutory tax law. Obviously, 
this influence should be studied carefully 
wherever the construction of tax statutes 
becomes necessary. Many cases disclose 
that the courts are well aware of the aid 
which the prelegislative judicial history 
gives to an understanding of statutes. 
Hence, the tax practitioner cannot afford 
to overlook the possibilities for a construc- 
tion of the statute based on such history, 
along the lines set forth here. [The End] 


% Revenue Act of 1937, Section 1, amending 
Revenue Act of 1936, Section 353 (b). 

*% Ways and Means Committee Report No. 
1546, 75th Congress, 1st Session. 

% Montague, Miles € Company, Inc. [CCH Dec. 
10,097], 38 BTA 144. 

%6 Helvering v. Rebsamen Motors, Inc. [42-2 
ustc § 9520], 128 F. (2d) 584 (CCA-8, 1942); aff’g 
[CCH Dec. 11,742] 44 BTA 36. 





MUNICIPAL TAX LEGISLATION 


Illinois, Indiana, Minnesota, North Dakota, Oklahoma, Utah, West Virginia 
and Wisconsin have introduced enabling legislation authorizing cities, towns or 
local taxing districts to levy special taxes. Bills have been introduced in Penn- 
sylvania to repeal the Local Enabling Act and to restrict its application, in the 
case of income or wage taxes, to residents of the taxing district. A New York 
bill includes first-class villages within the provisions of the enabling law author- 
izing certain cities and counties to levy special taxes. 
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A NUMBER of excellent studies published 
on various excess profits tax problems 
will, if consulted, bring us almost up to 
date on the theories underlying the various 
excess profits tax provisions of the law and 
the many principles established by the 
courts. I shall attempt here simply to 
review some of the more recent cases deal- 
ing with excess profits taxes and to point 
out some unusual situations which have arisen. 


The income credit, generally known as 
the “average earnings credit,” rested upon 
the simple proposition that the normal 
portion of a corporation’s current earnings 
can be determined by reference to a yard- 
stick based on its average earnings during 
a representative prewar period. The prewar 
period 1936 through 1939 was generally 
selected as a time of moderate prosperity 
for business. This basic proposition can 
be illustrated by applying this income credit 
to a corporate taxpayer which had reached 
its full normal growth by the beginning 
of the base period and, as a member of an 
industry with a past record of consistent 
earnings and a normal business cycle, con- 
tinued its customary business through the 
base period uninterrupted by any unusual 
or peculiar events and unchanged in its 
corporate setup. 


For such a corporation reporting on a 
calendar year basis, the statute provides 
simply an excess profits credit of ninety- 
five per cent of its average base period net 
income for the calendar years of its base 
period, plus eight per cent of its net capital 
additions and less six per cent of its net 
capital reductions. (Code Section 713 (a).) 
The average base period net income for 
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such a corporation is determined by making 
certain adjustments to its normal tax net 
income for each of the base period years, 
comparable to the adjustments prescribed 
for converting the normal tax net income 
into excess profits net income. At first 
glance, the statute seems to produce a 
reasonably fair and simple measure of nor- 
mal earnings for the corporate enterprise. 
Simplicity was converted into complexity, 
however, when an attempt was made to 
provide for the many factors which tend 
to prevent the base period experience from 
being a fair measure of normal profits. For 
example, the corporation may have been 
growing in the base period, and may not 
have reached its maturity until the war 
period. The larger profits in the taxable 
years subjected to excess profits tax, as 
compared to the average base period profits, 
may represent merely mature profits rather 
than excess profits. Strikes, floods, fires, 
price wars or one or more of numerous 
unusual or peculiar events may have oc- 
curred to interrupt or slow down base 
period activity and profits. The corpora- 
tion may have commenced business after 
the base period began and, therefore, may 
have been without any earnings at all for 
a part of the period. Finally, the corporate 
enterprise that operated during the war 
period may not even be the same enterprise 
that was operating throughout the base 
period, by reason of mergers, consolida- 
tions, split-ups and other rearrangements 
of corporate activity. Thus, Congress 
found it necessary to provide a number of 
variations in, and additions to, the basic 
statutory rule underlying the income credit, 
in order to prevent discrimination and 
sometimes confiscation. 

A start in taking care of the situations 
hereinbefore enumerated was made through 
the application of Section 713 of the Code, 
which operates to fill vacant periods during 
the base period with constructed earnings 
determined by reference to the corpora- 
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tion’s invested capital at the beginning of 
the base period (Section 713 (d) (1)); 
Section 713 (e) (1), the so-called automatic 
relief provision which permits the taxpayer 
to bring its leanest base period year up to 
seventy-five per cent of the average for 
the other three base period years; Section 
713 (f), which prescribes the so-called 
“growth formula” in lieu of the four-year 
average rule; Section 722, the well-known 
general relief provision; and Section 713 (g) 
(5) and Supplement A, which deal primarily 
with corporate rearrangements. Thus, a 
simple rule of thumb grew into a maze of 
complicated phraseology giving rise to 
much litigation and numerous economic, 
accounting and legal problems. 


Limitations on Relief 


The Tax Court has consistently held 
that corporations are not entitled to relief 
afforded by the automatic relief provisions 
in addition to general relief under Section 
722 of the Internal Revenue Code. 


The first case on this point was Stimson 
Mill Company [CCH Dec. 15,446], 7 TC 
1065 (1946), aff’d [47-2 ustc J 5914] 163 F. 
(2d) 269 (CCA-9, 1947), cert. den. 332 
U. S. 824. The corporation had income 
in the years 1936 through 1939 in the 
amounts of $89,400, $63,700, $38,100 and 
$111,800, respectively. Its actual average 
base period net income was approximately 
$75,700. It had a strike in 1937. For the 
years 1940 and 1941 relief was claimed by 
increasing the 1937 income to approximately 
$85,000. This resulted in a constructive 
average base period net income of approxi- 
mately $81,000. 

For 1942, under the seventy-five per cent 
rule and without regard to Section 722, 
the company’s 1938 income was increased 
to approximately $66,200, giving it a statu- 
tory average of $82,800. The company, 
however, claimed relief under Section 722 and 
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in addition claimed the right to the benefit 
of the seventy-five per cent rule for 1938. 
This would have increased its 1937 income 
to $85,000 and its 1938 income to $71,600. 
Its constructive average would then have 
been approximately $89,500. 

The Treasury followed the Regulations 
and denied the Section 722 claim on the 
ground that the seventy-five per cent rule 
could not be applied in addition to the 
relief afforded by Section 722. Since the 
statutory average under the seventy-five 
per cent rule was larger than the construc- 
tive average under Section 722 without the 
seventy-five per cent rule, the claim for 
relief was rejected. 

The Tax Court agreed with the Treasury. 
It held that the seventy-five per cent rule 
of Section 713(e) could not be applied 
after the benefit of relief under Section 722. 
The Commissioner had stated in his Sec- 
tion 722 Bulletin that the principles of 
the growth formula may be used in the 
reconstruction of Section 722 if the com- 
pany shows true growth. Likewise, if 
deductions reflect abnormal circumstances, 
they may be eliminated under Section 722. 
The decision of the Tax Court in the 
Stimson Mill Company case does not affect 
these rules, and does not pass on the point 
as to whether the seventy-five per cent 
rule can be used before reconstruction 
under Section 722. 

In the case of Homer Laughlin China 
Company [CCH Dec. 15,507], 7 TC 1325 
(1946), the position was taken that the 
taxpayer was entitled to the benefits of 
the growth formula in addition to Section 
722 relief. This was denied on the rea- 
soning set forth by the court in the 
Stimson Mill Company case. (See also 
Dowd-Feder, Inc. [CCH Dec. 16,266], 10 
TC 345.) Apparently, therefore, it is now 
the Tax Court’s position that corporations 
are not entitled to the benefits of the auto- 
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matic relief provisions, such as the seventy- 
five per cent rule and the growth formula, 
in addition to general relief under Section 722. 


Restoration 
of Base Period Deductions 


“Excess profits net income” is computed 
differently under the income credit method 
and under the invested capital credit 
method. But in each case the starting 
point is the normal tax net income for 
the taxable year in question, with the ex- 
clusion of (1) long-term capital gains and 
losses and (2) income from discharge of 
six-month bonds, debentures, etc. These 
exclusions relate to the base period years 
as well as to the taxable years. In addition 
to the foregoing adjustments, certain other 
adjustments are prescribed for the computa- 
tion of excess profits net income for the 
taxable year under the income credit 
method. Agricultural Adjustment Act re- 
funds are excluded. Certain bad debt 
recovery income is excluded. The credit 
for income from dividends of domestic cor- 
porations is allowed in full. Provisions 
with respect to “abnormal” deductions follow. 


There are two basic categories of abnor- 
mal deductions: (1) those which are 
abnormal in type and (2) those which are 
abnormal merely in amount. If the de- 
duction falls within one of the two classes 
specified in the statute—that is, deductions 
attributable to claims, awards, decrees, etc., 
and development costs—and the deduction 
is abnormal in type for the taxpayer, the 
entire deduction is restored even though 
the taxpayer had prior deductions within 
the same class. If the deduction is abnor- 
mal merely in amount, the proportion to 
be restored is limited to the amount in 
excess of 125 per cent of the average deduc- 
tions of that class for a representative period. 


The classification need not follow the 
category of deductions listed in Section 23 
of the Internal Revenue Code. Thus, a 
special class of bad debts representing loans 
to employees may be segregated for this 
purpose, without taking into account all 
of the taxpayer’s bad debts under Section 
23(k). (Green Bay Lumber Company [CCH 
Dec. 13,917], 3 TC 824 (1944).) A loss 
incurred by a contractor by reason of ad- 
vances made to protect property acquired 
on foreclosure is not classified as a general 
loss or bad debt. (Kansas City Structural 
Steel Company [CCH Dec. 16,128], 9 TC 
938 (1947).) Similarly, separate classifica- 
tion has been granted to replacement 
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expenses on a product -inanufactured with 
a basic structural defect ; such expenses are not 
classified with general replacement and repair 
expenses. (Surface Combustion Corporation et 
al. [CCH Dec. 16,051], 9 TC 631 (1947).) 
Trademark registration expense has been 
classified separately from general legal ex- 
pense and selling expense. (Welch Grape 
Juice Company [CCH Dec. 16,101], 9 TC 
786 (1947).) Unemployment compensation 
payments have been classified separately 
from other taxes. (Harris Hardwood Com- 
pany, Inc. [CCH Dec. 15,737], 8 TC 874 
(1947).) Pensions payments upon death, 
illness or severance have been classified 
separately from salaries and from general 
administrative expense, even though such 
payments were not made pursuant to a 
definite plan. (Arrow-Hart & Hegeman 
Electric Company [CCH Dec. 15,517], 7 
TC 1350 (1946).) Nevertheless, it has been 
held that interest upon indebtedness to 
stockholders may not be classified sepa- 
rately from other interest payments. 
(Oaklawn Jockey Club [CCH Dec. 15,806], 
8 TC 1128 (1947).) 


City Auto Stamping Company 


The Commissioner, in his regulations, 
took the position that “a class of deductions 
is abnormal only if the taxpayer had no 
deductions of that class in the taxable years 
prescribed for determining average deduc- 
tions.” The taxable years prescribed for 
determining average deductions were gen- 
erally the four preceding taxable years. 
This provision of the Regulations was met 
head on in City Auto Stamping Company 
[CCH Dec. 15,269], 7 TC 354 (1946). In 
1933 the taxpayer, a manufacturing cor- 
poration, paid approximately $300,000 on 
judgments in suits brought by the Super- 
intendent of Banks alleging unlawful prefer- 
ence in withdrawals of deposits. In 1937, 
it paid approximately $70,000 in settlement 
of a suit brought against it involving a 
dispute over a contract as to patent rights. 
In computing its excess profits taxes for 
1941, the Commissioner denied restoration 
of the $70,000 deduction taken in 1937, and 
contended that the 1937 deduction was 
normal as to class because within four 
preceding years the taxpayer had taken 
a similar deduction of $300,000. The Tax 
Court, in an opinion reviewed by the entire 
court, held the Regulations on this point 
to be invalid, and stated: 


“The statute gives the petitioner the 
benefit of the 1937 deductions ‘if abnormal 
for the taxpaver’. The words ‘for the tax- 
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payer’ are to us highly significant. They 
call for an examination of the facts as 
to each particular petitioner. The deduc- 
tion might not be abnormal for some other 
petitioner. It might not conform to some 
generality (such as the regulation). But 
if abnormal for the petitioner here, it may 
not be viewed otherwise. Moreover, logic 
forbids a conclusion that the fact that 
there are two abnormalities causes both 
to become normal. They may become so 
in a sense by comparison with each other, 
but may be still very abnormal by com- 
parison with the business experience of 
petitioner.” 


Several so-called abnormality cases have 
been lost because of inability or failure 
to establish the negative requirements of 
Section 711(b)(1)(K)(ii) of the Internal 
Revenue Code. A taxpayer does not suc- 
ceed by proving merely that it had an 
abnormal deduction in one or more of the 
base period years, whether such abnormality 
is either of class or of amount. Section 
711(b)(1)(K) (ii) provides that the restora- 
tion of the abnormality shall not be made 
“unless the taxpayer establishes that the 
abnormality or excess is not a consequence 
of an increase in the gross income of the 
taxpayer in its base period or a decrease in 
the amount of some other deduction in its 
base period, and is not a consequence of 
a change at any time in the type, manner 
of operation, size, or condition of the busi- 
ness engaged in by the taxpayer.” 


‘“Consequence”’ 


The Tax Court has emphasized the word 


“consequence.” In several decisions it has 
made it clear that abnormality, whether 
in character or due to the 125 per cent 
formula, cannot be a “consequence” unless 
it follows in point of time an increase 
in gross income, a decrease in the amount 
of some other deduction, etc. For example, 
in O. Hommel Company [CCH Dec. 15,624], 
8 TC 383 (1947), the taxpayer restored 
to base period income an abnormality in 
bad debts. The bad debt arose from a loss 
from an account with one customer that 
had gone bankrupt. The Tax Court pointed 
out that the abnormality was a single item 
of loss due to the failure of one of many 
customers, and that such abnormality was 
not a “consequence” of an increase in the 
taxpayer’s gross income, even though there 
was in fact an increase in gross income 
in the year in which the debt became bad. 


In R. C. Harvey Company [CCH Dec. 
14,663], 5 TC 431 (1945), the taxpayer had 
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paid an amount in settlement of a threat- 
ened suit for breach of contract. The 
Tax Court held that even though the tax- 
payer was relieved from paying other com- 
missions by virtue of the settlement, the 
reduction in the amount of commissions 
had occurred after the payment, and the 
payment was not a “consequence” of 
the reduction. 


In Laredo Bridge Company [CCH Dec. 
15,196], 7 TC 17 (1946), the company suf- 
fered a loss from the Mexican Govern- 
ment’s condemnation of an international 
bridge. The Tax Court held that the 
loss was not a “consequence” of a change 
in business resulting from the condemna- 
tion, but was itself a cause of the change 
in the size of the business. 


In Pacific Gas & Electric Company [CCH 
Dec. 15,469], 7 TC 1142 (1946), an abnor- 
mality in a bad debt deduction growing 
out of loans made in connection with the 
1939 San Francisco Exposition was held 
not to be a “consequence” of an increase 
in gross income, even though the loans 
themselves may have contributed to an 
increase in business. 


Other Limiting Factors 


In addition to its interpretation of the 
word “consequence,” the Tax Court has 
in several decisions passed upon other 
limiting factors in subparagraph (K) of 
Section 711(b)(1). In American Paper 
Specialty Manufacturing Company [CCH 
Dec. 15,942], 9 TC 166 (1947), the tax- 
payer’s income had substantially increased, 
motivating a bonus to an officer. The 
Tax Court disallowed the abnormality. In 
Mine and Smelter Supply Company [CCH 
Dec. 16,465], 10 TC 1179 (1948), no such 
relationship was found where a substantial 
stock bonus was given to the executives 
and other important employees. In Went- 
worth Manufactur‘ng Company [CCH Dec. 
15,178], 6 TC 1201 (1946), employment of 
inspectors in the manufacture of dresses 
was considered to be a change in operation. 
Special school taxes increased by virtue of 
a rise in tax rate and an increase in the as- 
sessed value of property were held not to be a 
consequence of any factor enumerated in sub- 
paragraph (K). (Frank Shepard Company 
[CCH Dec. 16,126], 9 TC 913 (1947).) 

Other situations in which taxpayers have 
failed to establish their right to relief under 
Section 711 are demonstrated in the follow- 
ing cases: 


TAXES—The Tax Magazine 








ize 


Bie! 
or- 
ing 
the 
eld 
ase 
ans 

an 


pany 


have 
nder 
llow- 


azine 





In Iron Fireman Manufacturing Company 
[CCH Dec. 14,679], 5 TC 452 (1945), the 
taxpayer was denied the right to restore 
abnormal deductions because it did not 
show that some part of the excess replace- 
ment expenditures for new stoker models 
were not a consequence of an increase in 
gross income. In Horton & Conwerse 
[CCH Dec. 15,638], 8 TC 487 (1947), the 
taxpayer was denied relief because it had 
not demonstrated that an increase in de- 
clared value excess profits tax was not 
the consequence of an increase in gross income. 


It should be pointed out that the Tax 
Court requires strict proof of the absence 
of the factors enumerated in subparagraph 
(K) of Section 711(b)(1). In the very first 
case, William Leveen Corporation [CCH 
Dec. 13,848], 3 TC 593 (1944), the Tax 
Court indicated that the burden of estab- 
lishing the negative factors enumerated 
could be a most difficult one: 

“To establish such a negative may be 
a difficult task, and how it is to be accom- 
plished cannot be formulated in a rule 
Perhaps the proof is best made by proving 
affirmatively that the abnormal deduction 
is a consequence of something other than 
the increase in gross income and that such 
proven cause is the converse or opposite 
of an increase in gross income and could 
not be identified with an increase in gross 
income. But difficult as the proof of the 
negative may be, it is what the statute 
requires; and, since it is required in clear 
and express terms, its rigors may not be 
abated by softening construction.” 


Schneider Grocery Company 


The recent Schneider Grocery Company 
case [CCH Dec. 16,478], 10 TC 1275 (1948), 
is important in several respects. The princi- 
pal point presented was whether in de- 
termining the taxpayer’s average base period 
net income for excess profits tax purposes 
a deduction claimed and allowed in 1937 
as a casualty loss from flood must be re- 
stored. On this point it was held that 
Section 711(b)(1)(E), providing that in 
computing base period excess profits income 
deductions under Section 23(f) are not 
allowed, was mandatory. The taxpayer op- 
posed the disallowance inasmuch as it 
tended to increase its income for the first 
two years of its base period and reduced 
the benefits it would otherwise obtain from 
the application of the growth formula of 
Section 713(f). The Tax Court held that 
the statute required the disallowance of the 
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casualty loss claimed and allowed in 1937. 
The case became more complicated as_ it 
developed. In a stipulation entered into 
between the Commissioner and the taxpayer 
at the hearing, the Commissioner conceded 
error in restoring to 1936 income a sales 
tax item deducted in that year and recovered 
in 1939, The taxpayer’s treatment of this 
item as a deduction in 1936 and as income 
in 1939 was prompted, of course, by its 
desire to use the growth formula au- 
thorized by Section 713(f), making it 
advantageous to the taxpayer to show as 
high earnings as possible during the last 
two years of the base period. The taxpayer 
assumed that if it won on this point, an 
automatic computation of its credit under 
the growth formula would result; and it 
did not specifically contend in its petition 
that the Commissioner had erred in failing 
to compute its base period credit under 
the growth formula. 


Following the Tax Court’s opinion, the 
taxpayer and the Commissioner filed Rule 
50 computations. The Commissioner’s 
computation employed the general average 
method, even though the taxpayer’s earn- 
ings for the last half of its base period 
as determined by the court were greater 
than its earnings for the first half. The 
taxpayer’s computation used the growth 
formula. In an unreported decision fixing 
the deficiency, the court approved the Com- 
missioner’s computation. This means that 
it is incumbent upon a petitioner to assign 
as error the Commissioner’s failure to com- 
pute the excess profits credit by the growth 
formula, even though on the computation 
in the deficiency notice such formula is 
inapplicable. 


Glenshaw Glass Company 


Very recently an important case involving 
the restoration of deductions under Sec- 
tion 711(b)(1)(H) was tried before the Tax 
Court in Pittsburgh. (Glenshaw Glass Com- 
pany, Inc., Docket No. 15986.) The court’s 
decision in this case may considerably 
broaden the application of this section of 
the law. 

In 1923, Glenshaw Glass Company, Inc., 
entered into licensing agreements with 
Hartford-Empire Company, providing for 
the payment of royalties to Hartford for 
the use of Hartford’s patented glass-feeder 
machines. These agreements were extended 
from time to time, as a result of which 
extensions royalties were regularly paid to 
Hartford. In 1932, the taxpayer developed 
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its own machines and commenced to re- 
place the Hartford machines with its own. 
This program was well under way. In 
1933, two thirds of the taxpayer’s produc- 
tion was through its own royalty-free 
feeders, and its program was aimed at 
complete replacement of the Hartford 
feeders with its own long before the excess 
profits tax base period. Hartford brought 
an infringement suit against Glenshaw in 
1933, and obtained a temporary injunction. 
This slowed Glenshaw’s plans for complete 
replacement of the MHartford machines. 
After litigation and an appeal to the Third 
Circuit Court of Appeals, Glenshaw lost 
and Hartford’s injunction became final near 
the end of 1934. Thereupon Glenshaw was 
forced to remove its own feeders and to 
replace them with MHartford’s feeders. 
Thereafter the payment of royalties was 
continued through the base period and 
until October 1, 1940. Near the end of 
1940 it was discovered that Hartford had 
practiced fraud in obtaining the decree 
against Glenshaw in 1934. A bill of review 
seeking a reopening of the 1934 decree was 
filed in the Third Circuit. This was denied 
by a two-to-one decision. An appeal to 
the United States Supreme Court followed. 
The Supreme Court held that Hartford 
had obtained the 1934 decree through fraud. 
The 1934 injunction was vacated. Hart- 
ford’s patents were held to be ineffective. 
Glenshaw was freed from the payment of 
additional royalties. Counterclaims were 
permitted on behalf of Glenshaw against 
Hartford. Further litigation ensued. At 
the end of 1947 Glenshaw and Hartford 
arrived at a settlement, wherein Glenshaw 
obtained a refund of all royalties paid from 
1934 to 1940, plus punitive damages. 
Glenshaw contends before the Tax Court 
that the whole series of royalties paid as 
a result of the earlier injunction was abnor- 
mal as to class, and cites City Auto Stamp- 
ing Company, supra, as authority for the 
proposition that more than one abnormal 
deduction does not make either deduction 
normal. It contends that the whole 
wretched scheme practiced against it and 
the resulting fraudulently obtained court 
decree were unusual and abnormal. It con- 
tends that the deductions on account of 
the royalties paid in the base period were 
attributable solely to a claim or decree 
within the intent and meaning of Section 
711(b)(1)(H) of the Code, and not to the 
royalty contracts with Hartford. The 
government counters with the arguments 
(1) that the regularity of royalty payments 
from 1934 to 1940, inclusive, made each 
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of the payments normal as to class, and 
(2) that the base period deductions there- 
for were attributable to the contractual 
relationship between Hartford and Glen- 
shaw, and not to the injunctive decree of 
1934. It is believed that realities and equity 
will prevail here. 


Abnormal Income 


Section 721 of the Internal Revenue Code 
was enacted as one of the excess profits 
tax relief provisions to afford relief in the 
case of income received in a year subject 
to excess profits tax but attributable to 
events or activities in previous or subse- 
quent years in which no excess profits tax 
or lower rates of tax applied. This is 
accomplished by excluding from gross in- 
come subject to excess profits tax all or 
a portion of any “abnormal income” realized 
in an excess profits year but attributable 
to other years, with adjustments for any 
increase in excess profits tax which would 
have resulted from the inclusion of such 
income in the years to which it is attrib- 
utable. The statute defines “abnormal” 
income as (1) income of a class which is 
abnormal for a corporation to derive, or 
(2) income of a class which is normal for 
a corporation to derive but the gross 
amount of which exceeds 125 per cent of 
the gross average amount of such class 
of income that the corporation received 
during the four previous taxable years (or 
during the years in which the corporation 
was in existence if it was not in existence 
during the four preceding years). 


The statute enumerates five specific 
classes of potential abnormal income, and 
provides that any other items of income 
which are abnormal for a particular cor- 
poration may also be brought under the 
definition of “abnormal” income. The enu- 
merated classes are (1) income arising from 
claims, awards, judgments, decrees or in- 
terest on such; (2) income arising from 


exploration, discovery, prospecting, research 
or development of tangible property, pat- 
ents, formulae or processes, or combina- 
tions of these activities, extending over a 
period of more than twelve months; (3) 
income includible in a taxable year rather 


than in a_ different period because of 
a change in accounting period or method; 
(4) income derived by a lessor from the 
termination of a lease on real property; 
and (5) income from dividends on stock 
of foreign corporations, except foreign 
holding companies. 
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Section 721 Cases 


Regardless of the. amount of “net abnor- 
mal income” mathematically established 
under the provisions of Section 721, no 
relief is allowable unless the extent to 
which such income is attributable to other 
years can be established. Taxpayers are 
also met with various negative tests pre- 
scribed by the statute and the Regulations. 
Some of the decided cases dealing with 
Section 721 shed light on the requirements 
for the successful prosecution of a Section 
721 claim. 


One of the leading cases involving Sec- 
tion 721 is W. B. Knight Machinery Com- 
pany [CCH Dec. 15,038], 6 TC 519 (1946). 
In this case relief was allowed to the tax- 
payer with respect to net abnormal income 
from sales of a new type of milling machine 
developed by it. Other gross income of 
the taxpayer which did not result from 
its development of the new product was 
excluded in applying the 125 per cent test 
and making the computation of net abnor- 
mal income. Direct costs and expenses 
incurred in producing the abnormal income 
were determined by taking a pro-rata por- 
tion of the taxpayer’s total selling and 
other expenses incurred in the production 
of its total gross income, before further re- 
ducing such amount by the statutory 
formula prescribed in Section 721(a) (3)(B). 
The Commissioner and the taxpayer had 
stipulated a method of computation, but 
the Tax Court rejected the stipulated 
method and substituted its own. The court 
reduced the net abnormal income attrib- 
utable to development by applying a factor 
representing the extent to which the tax- 
payer’s income of the taxable year was attrib- 
utable to “the improvement in business 
conditions.” This factor was determined 
by taking the ratio of sales of the industry 
to which the taxpayer belonged for the 
taxable year as compared with the average 
of such sales for the base period. The 
apportionment of the remainder of the net 
abnormal income to the years of the 
development period was made in the ratio 
of development expenses for each of such years. 


In the Rochester Button Company case 
{CCH Dec. 15,321], 7 TC 529 (1946), relief 
was allowed with respect to net abnormal 
income derived from the manufacture and 
sale of several types of plastic buttons 
developed by the taxpayer. The incomes 
from the various types of buttons manu- 
factured by the company were grouped 
into one class and treated as a unit, both 
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for the application of the 125 per cent rule 
and for the attribution of the net abnormal 
income to the years in which the develop- 
ment expenses were incurred. The factor 
of increase in demand due to improved 
business conditions was established by refer- 
ence to sales of other similar products 
manufactured by the taxpayer. The relief 
allowed in this case was conservative. The 
court commented several times that the 
record left much to be desired, but said: 
“ . . it is easy to understand that a 
taxpayer’s books are not kept with pro- 
phetic vision to the future requirements of 
income tax legislation,” 


Life Insurance Proceeds 


Many people have difficulty in under- 
standing the logic behind the Tax Court’s 
decisions in certain Section 721 cases grow- 
ing out of the receipt of life insurance pro- 
ceeds during a period subject to excess 
profits tax. In the first case, Premer 
Products Company ct al. [CCH Dec. 
13,374], 2 TC 445 (1943), the taxpayer’s 
predecessor had purchased two $50,000 life 
insurance policies, in 1923 and 1925, on 
the life of an officer of its predecessor 
who had become an employee of the tax- 
payer. Premiums were paid on_ these 
policies from the dates of purchase until 
the death of the insured on May 30, 1940. 
On July 18, 1940, the corporation received 
the entire proceeds of the policies in the 
amount of approximately $100,000. The 
Tax Court held that the income from 
the insurance proceeds was abnormal as to 
class. Nevertheless, it refused to attribute 
this income to previous years, and based 
its conclusion on Section 35.721-3 of Regu- 
lations 112, which states: “No portion of 
an item of net abnormal income is to be 
attributed to any previous year solely by 
reason of an investment by the taxpayer 
in assets, tangible or intangible, employed 
in or contributing to the production of 
such income.” This provision of the Regu- 
lations is difficult to reconcile with those 
provisions dealing with the attribution of 
abnormal income from research and de- 
velopment, wherein it is provided that the 
latter class of abnormal income is to be 
attributed to the years during which ex- 
penditures were made for the particular 
exploration, discovery, prospecting, re- 
search or development, and in the propor- 
tion which expenditures made during each 
year bear to the total expenditures. 


Many thought that the Tax Court’s 
conclusion would have been different in the 
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Premier Products Company case but for the 
fact that the insured died in a period subject 
to’ excess profits tax, on the theory that 
the entire income was attributable to the 
year of death. Yet the Tax Court soon 
handed down another decision which de- 
stroyed this distinguishing factor. In the 
case of E. T. Slider, Inc. [CCH Dec. 14,613], 
5 TC 263 (1945), the taxpayer was the 
owner of three insurance policies on the life 
of one of its officers. The officer died in 
1939, but because of a claim asserted by 
the widow of the officer the insurance com- 
pany refused to pay the proceeds of the 
insurance to the corporation until 1940. 
The court held that the proceeds of the in- 
surance policies constituted abnormal in- 
come attributable to 1940, and not to 1939 
or earlier, even though all premiums were 
paid and the beneficiary died prior to 1940. 
Thus, the government became the real bene- 
ficiary; and income unrelated to the war 
economy, income that was never intended 
to be reached by the high excess profits 
tax rates, was subjected to such tax. 


General Relief 


Very few Section 722 claims for relief 
have been decided by the Tax Court during 
the last several months. Several hundred 
cases are now pending in the Tax Court, 
but it is understood that the trial of these 
cases has been practically halted in order to 
give the Excess Profits Tax Council an 
opportugity to consider them. 


The first case in which relief was granted 
by the Tax Court is East Texas Motor 
Freight Lines [CCH Dec. 15,333], 7 TC 579 
(1946). This company was a motor carrier of 


general commodities. In the middle of the 
base period it added to its routes and 
handled a large volume of business along 
the new routes. The only evidence sub- 
mitted by the company consisted of state- 
ments and opinions of the president and 
expert opinions of the presidents of two 
other motor carriers operating in the same 
vicinity. The experts, who had no personal 
knowledge of the company’s operations, 
testified to normal earnings which varied 
from 200 per cent to 500 per cent of the 
company’s net income for its last base 
period year. The Tax Court granted relief 
but refused to follow the opinions of the 
experts. On the basis of all the evidence, 
it found that the average base period net 
income did not reflect normal operations 
for the entire base period, and that if the 
new routes had been acquired two years 
earlier, an earnings level fifty per cent greater 
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than the actual earnings level would have 
been reached by the end of the base period. 
The court took a very liberal and practical 
view of the proof in the case, but allowed 
only a portion of the relief claimed. 


The next company that obtained relief 
was 7-Up Fort Worth Company, Inc. [CCH 
Dec. 15,551], 8 TC 52 (1947). This com- 
pany had commenced business in 1937, and 
changed its character during the base period 
by making a change in its operation and 
management and by adding a new product. 
The Tax Court held that the company was 
entitled to relief, and granted relief to the 
extent of a portion of that claimed. After 
hearing all the evidence, the court deter- 
mined the reconstructed average base period 
net income based on its “best judgment” 
as to what the “evidence justifies.” 


An important decision under Section 722 
is that in Dyer Engineers, Inc. [CCH Dec. 
16,477], 10 TC 1265 (1948). The taxpayer 
was engaged in the business of installing 
incentive wage systems in manufacturing 
plants. At first labor was hostile towards 
the installation of such plans, and this 
hostility continued throughout the base 
period. During 1940 labor changed its 
attitude and began to develop and train 
men of the business type to represent the 
workers in the installation and operation 
of the taxpayer’s systems. 


The Tax Court held that the business of 
the taxpayer was depressed in the base 
period because of temporary economic cir- 
cumstances in the case of the taxpayer, or 
because of events unusual and peculiar in 
the experience of the taxpayer during the 
base period. Relief was granted under sub- 
sections (b) (1) and (2) of Section 722. 
The taxpayer had suffered losses in three 
of the four years of its base period. On 
its returns it had used the invested capital 
method, giving it a credit of $2,700, which 
was in excess of its credit under the income 
method. The court, without indicating the 
mathematical process by which it arrived 
at its result, held that a round figure of 
$30,000 was a fair and just amount repre- 
senting a reconstructed income credit. This 
$30,000 closely approximated the average 
annual income of the taxpayer for the 
fourteen years preceding the war, during 
which it had enjoyed profits as high as 
$167,000 and losses as great as $24,000. 


A small amount of relief was granted in 
National Grinding Wheel Company [CCH 
Dec. 15,854], 8 TC 1278 (1947), where 
changes, if made sooner, would have re- 
sulted in a small increase in profits for one 
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year only. In Lamar Creamery Company, 
Inc. [CCH Dec. 15,749], 8 TC 928 (1947), 
a small amount of relief was granted where 
depressed business due to a new competi- 
tor’s entering the taxpayer’s territory re- 
sulted in a temporary depressed condition. 
In Fish Net & Twine Company [CCH 
Dec. 15,555], 8 TC 96 (1947), relief was 
denied for failure of proof that any unusual 
depression had existed in the taxpayer’s 
base period. The cases thus far decided by 
the Tax Court indicate (1) that there is 
liberality as to the type of proof which 
will be considered by the court in the 
determination of Section 722 relief, and 
(2) that the court has been exceedingly 
conservative in the amount of relief granted. 


Formation of Council 


At first the Bureau procedure for 
handling claims for relief filed under Sec- 
tion 722 was similar in all respects to the 
procedure in ordinary refund claims. In 
1946, many complaints were made by tax- 
payers and tax practitioners throughout 
the country to the effect that the Bureau 
was not administering Section 722 in the 
spirit in which Congress intended it to be 
administered. At this time little headway 
had been made in disposing of Section 722 
claims. A point of confusion and stalemate 
had been reached. This culminated in 
hearings before the Congressional Joint Com- 
mittee on Internal Revenue Taxation, com- 
posed of members of the Finance Committee 
of the Senate and the Ways and Means 
Committee of the House. The Commis- 
sioner practically conceded that something 
had to be done in order to expedite the 
disposition of relief claims. As a conse- 
quence of these hearings the Excess Profits 
Tax Council was established in the Bureau 
in July of 1946. The Council was originally 
composed of fifteen members stationed in 
Washington, but was designated as a field 
group of the Bureau. It was given full 
jurisdiction over Section 722 claims. Its 
purpose was to determine policy, to pro- 
mulgate regulations and rulings and to 
provide the final answer in Section 722 
cases. It superseded the Technical Staff 
and the Chief Counsel’s Office, except as 
to minor matters with respect to cases 
then pending in these offices. 


Much headwav has been made in the 
handling of Section 722 cases since the 
organization of the Council. It gave new 
encouragement to field personnel. It issued 
several important rulings dealing with Sec- 
tion 722 problems. The Council applied a 
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more practical approach, and gave new life 
to the administration of the relief pro- 
visions. Yet cases piled up, particularly 
the larger and more complicated cases. 
There still remain for disposition about 
25,000 claims totaling around $4,000,000,000. 


On October 22, 1948, the ‘Commissioner 
announced a reorganization and expansion 
of the Council, designed ‘to expedite the 
processing of the huge backlog of relief 
claims now pending in the Bureau or in 
the Tax Court. The number of Council 
positions will be increased from the present 
authorization of fifteen members to twenty- 
five members. An executive committee of 
five members, including the chairman and 
vice-chairman, is designated and empowered 
to exercise, on behalf of the Commissioner, 
final authority on all policy, procedure and 
other decisions arising in the handling of 
relief claims. This procedure will free other 
members of the Council to devote full time 
to hearing and deciding actual cases. As 
soon as new members with the necessary 
qualifications can be selected, this expan- 
sion will provide twenty members devoted to 
processing actual cases and five members de- 
voting themselves primarily to policy matters. 


Present 722 Procedure 


The present procedure on Section 722 
claims is as follows: The claim is assigned 
to a revenue agent under a field committee 
set up in local offices of revenue agents in 
charge. The agent investigates the claim 
and deals with the taxpayer in an attempt 
to reach a settlement. His recommenda- 
tions are subject to review by the field 
committee. All settlements approved by 
the field committees are transferred to the 
Council in Washington. If the field office 
and the taxpayer are unable to reach a 
settlement, the case is transmitted to the 
Council in Washington. In an unagreed 
case, the taxpayer may file a protest .with 
the Council and obtain a conference in 
Washington. The conference with the 
Council is informal. If no settlement is 
reached, the Council either approves the 
recommendation of the field office or makes 
its own determination. If, in the end, the 
claim is wholly or partially disallowed, the 
taxpayer receives a statutory notice of dis- 
allowance under Section 732 of the Code, 
and this notice is treated as a notice of 
deficiency—that is, the taxpayer may appeal 
therefrom to the Tax Court within ninety 
days from the mailing of the notice. The 
Section 722 case is thereafter set for hear- 
ing, as in the handling of a deficiency case. 
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The Tax Court’s decision on a Section 722 
claim is final, and cannot be reviewed by 
any other court. 


Interest on Potential Deficiencies 


At this point I would like to call atten- 
tion to a circumstance which is causing a 
lot of confusion throughout the country 
today. The Commissioner of Internal 
Revenue, without statutory authority or 
Congressional suggestion, has coined a new 
term and is using it as a weapon to collect 
large amounts of interest. This term is 
“interest on a potential deficiency” where 
the deficiency is wiped out by operating 
loss or unused excess profits credit carry- 
backs. A typical example is as follows: 


Corporation A filed its federal income 
and excess profits tax returns for 1942, 
each showing taxable income, and paid what 
it believed to be the correct amounts of 
taxes. The corporation’s returns for the 
subsequent year, 1943, reflected a loss from 
its operations. The Commissioner’s agents 
audited the corporation’s 1942 returns and 
arbitrarily disallowed salary deductions and 
depreciation. But even after these arbitrary 
disallowances the 1943 loss and unused 
excess profits credit carry-backs, when al- 
lowed, more than offset the “potential 
deficiencies” arising from the disallowed 
deductions for 1942. The Commissioner 
could not mail the taxpayer a so-called 
thirty-day letter (no deficiency being pro- 
posed), and hence the taxpayer had no 
opportunity to protest the 1942 adjust- 
ments. The Commissioner could not mail 
a statutory ninety-day letter inasmuch as 
he could not determine a deficiency for 
1942. Nevertheless, the taxpayer later re- 
ceived a notice that there had been assessed 
against it interest on “potential deficiencies” 
computed with respect to 1942 from the 
due date of the 1942 returns to some arbi- 
trary date fixed by the Commissioner. Upon 
inquiry, the Commissioner’s explanation was 
that the taxpayer originally underpaid its 
taxes for 1942, and that it should pay 
interest with respect thereto even though 
subsequent loss and unused excess profits 
credit carry-backs eliminated the “potential 
deficiences.” 


No word in the Internal Revenue Code 
is more familiar to a tax practitioner than 
is the word “deficiency.” Section 272(a) 
provides, in effect, that if the Commissioner 
determines that there is a deficiency, he is 
authorized to send a notice of deficiency to 
the taxpayer by registered mail. This notice 
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is commonly known as a ninety-day de- 
ficiency letter. The taxpayer is given the 
right (1) to pay the tax and later seek a 
refund or (2) to appeal to the Tax Court 
within ninety days from the mailing of this 
letter. If the taxpayer elects to file a peti- 
tion with the Tax Court, his entire tax 
liability for the year in question, “except in 
case of fraud,” is finally and completely 
settled by the decision of the court when 
it has become final, whether the decision 
is by findings of fact and opinion or by 
dismissal, as in the case of lack of prosecu- 
tion or insufficiency of evidence, or on the 
taxpayer’s own motion. The duty of the 
Commissioner to assess a deficiency thus 
determined is mandatory, and no matter 
how meritorious a claim for abatement of 
the assessment or for refund, he cannot 
entertain it. Nor can an injunctive suit 
be maintained against the United States or 
the collector. 


Section 272(a) 


Section 272(a) provides, in effect, that 
except in certain enumerated cases the Com- 
missioner may take no action to assess and 
collect a deficiency until he has mailed to 
the taxpayer a notice of the deficiency and, 
if the taxpayer has taken the case to the 
Tax Court, until a decision of the court 
has become final. Such decisions become 
final (1) on the expiration of the time al- 
lowed for appealing to the United States 
Court of Appeals or, (2) where such an 
appeal has been taken, on the disposition 
of the case by the appellate court. This 
section of the Code also contains an impor- 
tant provision that despite Section 3653 
(which prohibits injunctions to restrain the 
assessment or collection of taxes), the tax- 
payer may go into the proper court, usually 
a federal district court, for an injunction 
to restrain the Commissioner from assess- 
ing or collecting a deficiency until the 
procedure outlined above has been completed. 


Section 292 provides that where a defi- 
ciency is assessed, there shall be assessed 
at the same time interest at the rate of 
six per cent from the time the deficiency 
should have been paid to the date of the 
assessment. Section 272(b) prohibits the 
collection of any deficiency disallowed by 
the Tax Court. 


Under the Internal Revenue Code, oper- 
ating loss carry-backs and unused excess 
profits credit carry-backs eliminate or re- 
duce deficiencies as effectively as any ordi- 
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nary deduction." In order to avoid the 
payment of interest on a “potential defi- 
ciency,” it is important to prevent it from 
ripening into a statutory deficiency. This 
may be done by forcing the Commissioner 
to send a statutory notice of deficiency 
and by taking an appeal to the Tax Court 
from such notice. If an operating loss 
carry-back or an unused excess profits credit 
carry-back exists at the time the petition 
is filed in the Tax Court, a claim therefor 
can be asserted in the petition. If the 
carry-back does not exist when the petition 
is filed, an amended petition to claim it 
may be filed prior to the hearing. (See 
Birch Ranch & Oil Company [CCH Dec. 
16,310(M)], 7 TCM 152 (1948).) Upon the 
trial of the case for the earlier year, the 
loss carry-back or unused excess profits 
credit carry-back can be established, and 
the asserted deficiency for the prior year 
may be thus eliminated or reduced. If the 
Commissioner attempts to assess a defi- 
ciency prior to the final decision of the Tax 
Court, he may be enjoined therefrom under 
the specific provisions of Section 272 (a). 


Recently, in two unreported cases,’ in- 
junctive proceedings were filed in the United 
States District Court for the Western Dis- 
trict of Pennsylvania by taxpayers against 
whom interest on “potential deficiencies” 
had been asserted. Prior to the filing of 
the Commissioner’s answers to the bills of 
complaint, the Attorney General advised the 
taxpayers’ counsel as follows: 


“After careful consideration, it has been 
decided on behalf of the Attorney General 
that the assessment complained of should 
be administratively abated. Accordingly, 
the Chief Counsel has been authorized and 
directed to proceed with the abatement of 
such assessment, and the Chief Counsel 
has been requested to advise us when the 
abatement has been made. Upon receipt 
of such advice, we will again communicate 
with you to secure the filing of a motion 
to dismiss the above action.” 


Precautions 


It is important that the taxpayer does 
not permit the assessment of a deficiency 
through its default—for example, by failing 
to appeal to the Tax Court from a ninety- 
day deficiency notice. It is also important 





1 Sections 23 (s), 710 (b), 710 (c). 


2 Pittsburg Water Heater Corporation v. Stan- 
ley Granger, Collector, Civil No. 7206 (1948); 
Heckett Corporation v. Stanley Granger, Col- 
lector, Civil No. 6591 (1947). 
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that the taxpayer execute no agreement 
under Section 272(d), waiving the restric- 
tions on the assessment and collection of the 
whole or any part of the asserted deficiency. 
The consequences of a failure to take these 
precautionary measures are demonstrated in 
two recent District Court cases. 


In Seeley Tube & Box Company v. Man- 
ning [48-1 ustc $9199], 76 F. Supp. 937 
(DC N. J., 1948), the taxpayer lost its suit 
for refund of interest paid on a deficiency 
which was later abated as a result of an 
operating loss carry-back. In this case, 
however, a deficiency for the prior year 
was lawfully assessed when the taxpayer 
failed to file a timely petition to the Tax 
Court. In Brandtjen & Kluge, Inc. v. U. S. 
[48-1 ustc $9311], 78 F. Supp. 509 (DC 
Minn., 1948), the taxpayer filed income and 
excess profits tax returns for 1941, and 
paid the taxes shown therein. In April, 
1943, the revenue agent examined these 
returns and determined deficiencies. There- 
upon the taxpayer signed Form 870, con- 
senting to the assessment and collection of 
the deficiencies. In May, 1943, the deficien- 
cies and the interest thereon were paid. 
In June, 1943, the taxpayer elected to accrue 
income from installment sales under Section 
736(a) of the Code. This meant that the 
1941 deficiency agreed to by the taxpayer 
was refunded. But the Commissioner re- 
fused to refund the interest paid on the 
deficiency, and the court sustained the Com- 
missioner in withholding from the refund 
interest assessed and collected on the 1941 
excess profits tax deficiency. 


There was no contention in either the 
Seeley Tube & Box Company case or the 
Brandtjen & Kluge case that the deficiencies 
had been illegally assessed. The correct- 
ness of the results reached in these cases 
is questionable.* It is believed, however, 
that these results could have been avoided 
had the taxpayers delayed the assessment 
of deficiencies, by appealing to the Tax 
Court or otherwise, until the carry-backs 
were fixed and allowed. 


There may be some equity in the Com- 
missioner’s position that a taxpayer which 
underpays its tax for a prior year should 
pay some interest thereon. But in no event 
is the Commissioner equitably entitled to 
collect interest for more than one or two 
years on a “potential deficiency” eliminated 





® Since the preparation of this article, on De- 
cember 29, 1948, the United States Court of 
Appeals for the Third Circuit reversed the Dis- 
trict Court in Seeley Tube & Box Company. 
The Circuit Court held [49-1 ustc { 9113] that 
‘‘interest on nothing. . . is necessarily nothing.’’ 
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by a carry-back, depending upon whether 
the carry-back originates in the first or 
second year subsequent to the year in ques- 
tion. At the end of the first or second 
year a valid deduction which eliminates or 
reduces the “potential deficiency” of the 
prior year comes into existence. In no 
event should the Commissioner be permitted 
to collect interest on an asserted deficiency 
without giving the taxpayer full benefit of 
protest, conference and, if necessary, litiga- 
tion. Interest is a matter of statute, and 
there appears to be no statutory provision for 
interest on other than statutory deficiencies. 


Since the preparation of the preceding 
discussion on interest on potential deficien- 
cies, Commerce Clearing House has reported, 
in “Taxes on Parade,” November 24, 1948, 
that the Bureau has recently changed its 
position regarding the period for which 
interest should be imposed on a “potential 
deficiency” subsequently eliminated or de- 
creased as a result of a net operating loss 
or unused excess profits credit. It is re- 
ported that the Bureau’s position now is 
that where the potential deficiency is 
eliminated or decreased because of such 
carry-back, the Bureau will impose interest 
only from the date prescribed for the pay- 
ment of the tax (generally the due date of 
the return for the year involved) to the 
due date of the return of the year in 
which the net operating loss or unused 
excess profits credit arises. Thus, the time 
from the due date of the later return to 
the date of the assessment will be eliminated 
from the interest period. Although the 
Bureau has not published a ruling announc- 
ing this change in policy, it now appears 
that where interest on potential deficiencies has 
been paid, claims for refund should be filed. 


Prospects of New Excess Profits Tax 


Unless the Administration makes some 
drastic cuts in our federal budget, a deficit 
in government financing will result. The 
present outlook points to government spend- 
ing of $45,000,000,000 to $47,000,000,000 for 
the year commencing next July 1. It is 
impossible to estimate the amount of reve- 
nue the government will receive during this 
year. The most likely source of additional 
revenue, in the minds of many Congress- 
men at this time, will be through the enact- 
ment of a new excess profits tax on 
corporations. The President appealed for 
such a tax during the last session of Con- 
gress, and the Treasury reluctantly went 
along. Since then new faces have appeared 
in the Treasury. As a result, the Treasury 
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may now be more favorable towards a tax 
on excess profits as a means of balancing 
the budget. Top Treasury officials argue 
that in order to balance the budget the 
revenues of the government must be raised 
by $3,000,000,000 or $4,000,000,000. In order 
to raise this sum from an increase in regu- 
lar corporate income taxes, the present top 
rate of thirty-eight per cent for companies 
with net incomes over $50,000 would have 
to be increased to around fifty per cent, 
and practically all industries would be af- 
fected. An excess profits tax would apply 
only to those concerns with very high 
earnings, it is argued, and would miss such 
businesses as air lines, railroads and other 
industries that have trouble staying in the 
black. Treasury officials contend that many 
businessmen would prefer an emergency 
excess profits tax on very high earnings so 
as to slow down the profits of many large 
corporations, as well as those of corpora- 
tions which are in a highly favorable in- 
come situation at this time. Many Treasury 
men feel that it would be possible to draft 
an excess profits tax which would have no 
real deterring effect on the present high 
level of prosperity. 


During the last session of Congress, it 
will be recalled, Congressman Dingell of the 
House Ways and Means Committee intro- 
duced a bill providing for excess profits 
taxes on corporations. His bill was esti- 
mated to bring in about $4.5 billion and 
to apply to around 25,000 corporations. 
It would have revived the: wartime excess 
profits tax credits: Ninety-five per cent of 
average earnings for 1936 through 1939, or 
a percentage of invested capital (eight per 
cent of the first $5,000,000, plus six per cent 
of the next $5,000,000, plus five per cent 
of the balance). These credits were to be 
increased, however, by providing that no 
excess profits tax would be levied unless 
net income exceeded these credits by forty 
per cent, and there was to be no excess 
profits tax on incomes under $50,000. Rates 
on profits exceeding the credits would range 
from fifty per cent to eighty per cent. 


Probable Opposition 


It is certain that any excess profits tax 
during peacetime would meet with strong 
opposition on the part of many of the top 
members of Congress. Representative 
Doughton, who has returned to his position 
as chairman of the House Ways and Means 
Committee, is certain to oppose an excess 
profits tax if it is at all possible to avoid 
it. Senator George is again chairman of 
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the Senate Finance Committee, a post he 
held two years ago. His views on taxes 
are orthodox, and businessmen throughout 
the country have a right to feel a degree 
of safety in so far as Senator George is 
concerned. Some other members of this 
committee—Byrd, Johnson, Lucas, Milli- 
kin, Taft and Pennsylvania’s Senator Mar- 
tin—remain on the committee. This means 
that the Senate committee will be conserva- 
tive, and will not go overboard for any 
extreme tax views. 


An excess profits tax would be unpopular 
in peacetime. It cannot be made to operate 
equitably. This is established by the ex- 
treme difficulty now being experienced by 
the Excess Profits Tax Council and the 
Bureau in their efforts to settle hardship 
claims filed under Section 722. It is now 
clear that many excess profits tax cases of 
World War II will remain unsettled for 
another decade. 


It is to be recalled that President Tru- 
man, on the advice of his then Secretary of 
the Treasury, Fred M. Vinson, brought 
about the repeal of the last war’s excess 
profits tax. It is generally acknowledged 
that the repeal of this levy was directly 
instrumental in converting a postwar reces- 
sion into a period of high productivity 
and full employment. In recommending 
repeal of the excess profits tax, Secretary 
Vinson told the Senate Finance Committee 
in October, 1945: “Whatever the merits 
of the average-earnings credit in measuring 
excessive war profits, it would be grossly 
unfair if applied to peacetime business.” 
The Senate committee expressed the belief 
that the “longer the excess profits tax is 
retained the less the income of 1936-1939 is 
a proper measure of ‘excessive profits’. This 
base period will be a particularly poor meas- 
ure of earnings in the postwar period when 
many corporations will be entering new 
fields of enterprise or expanding their busi- 
nesses.” (Senate Report No. 655, Seventy- 
ninth Congress, First Session, page 19.) 


Thus; some of the problems in imposing 
a new excess profits tax are indicated. The 
old base period credit is out of date. Busi- 
nesses grow and change, and credits based 
on 1936-1939 experience may have little 


relationship to 1949 or 1950 income. The 
selection of a credit based on postwar ex- 
perience would give advantages to some 
corporations, but would work to the dis- 
advantage of others. Many new businesses 
have been commenced during and since the 
war. These new businesses would be. in- 
jured and sometimes destroyed by the 
application of yardsticks that would be 
equitable to established businesses. All in 
all, a new excess profits tax, it is believed, 
would upset our economy to such an extent 
that in the end revenues would be decreased 
rather than increased. It is believed that 
the new Congress will be slow to enact a 
peacetime excess profits tax if its attention 
is forcibly called to the real consequences 
of such a tax. 


One month after the armistice of 
World War I, the Senate Finance Committee, 
in its consideration of the advisability of 
immediate repeal of the excess profits tax, 
said: “Repressive taxes which in time of 
war are justified for the very reason that 
they diminish the demand for labor, capital 
and raw material, are for the very same reason 
obnoxious and undesirable in peacetime.” 


Inflationary Tendencies 


Some argue that an excess profits tax 
would help to combat inflation. The op- 
posite is also true. The tax has strong 
inflationary tendencies in that it causes 
wasteful handling of earnings, penalizes 
initiative, discourages new. ventures and 
results in a tendency to recoup the tax 
by still higher prices, thus bringing about 
the paradox of a depression in the midst of 
inflation. Production is already catching 
up with demand in many industries. There 
are many dark spots on the industrial map. 
The major portion of undistributed earn- 
ings of corporations has been invested in 
costly inventories and in plant expansion 
at highly inflated costs. Corporations need 
to be in a strong financial position should 
they find it necessary to weather even a 
modest depression. It is to the interest of 
labor that its employers be not so weakened 
by confiscatory taxes that they must close 
down in the first short period of losses. 


[The End] 


—_ $$$ _ 
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THE FOREIGN TAX CREDITIN 


By SIDNEY |icEL 


pecan that portion of the tax law per- 
taining to credits against United States 
tax for income taxes paid to foreign coun- 
tries is not applicable to as many taxpayers 
as are other sections of the law, some of 
the most interesting questions have arisen 
from the interpretations given to Code Sec- 
tions 131 (b), (c), (d) and (f). 


This article will deal with four of these 
problems arising from unforeseen situations. 
Two of these have been resolved—one by 
legislation and the other by the courts. 
Two problems remain unsettled. 


The first unforeseen problem arose when 
Congress, in the Revenue Act of 1936, pro- 
vided for a credit for dividends received, 
instead of allowing a deduction of eighty- 
five per cent of the dividend in computing 
net income.*’ Hence, though no change was 


Domestic income from operations 
Dividends 
Income from Sweden 


Deductions: 
85% of dividends received 


Net income 


United States tax at 15% 


100,000 (income from Sweden) 


Credit 
415,000 (total net income) 


1Code Section 26 (b) allows to corporations 
credit for ‘‘85 per centum of the amount re- 
ceived as dividends from a domestic corporation 
which is subject to taxation under this chapter. 
. .. The credit allowed by this subsection shall 
not be allowed in respect of dividends received 
from a corporation organized under the China 
Trade Act, 1922, . or from a corporation 
which under section 251 is taxable only on its 
gross income from sources within the United 
States by reason of its receiving a large per- 
centage of its gross income from sources within 
a possession of the United States.’’ 

2 Section 131 (b), prior to amendment: ‘‘The 
amount of the credit taken under this section 
shall be subject to each of the following lim- 
itations: 

‘““(1) The amount of the credit in respect of 
the tax paid or accrued to any country shall 
not exceed the same proportion of the tax 
against which such credit is taken, which the 
taxpayer's net income from sources within such 
country bears to his entire net income for the 
same taxable year; and 


Tax Consultant—Member of 


made in the foreign tax credit provisions, 
a substantial reduction in credit resulted in 
particular instances. This was a mathe- 
matical consequence in computing the 
limitation on foreign tax credits under Sec- 
tion 131 (b).?_ To illustrate: 


Company A had $100,000 income from 
Sweden, upon which it paid a tax of $20,000 
to that country. It had $300,000 income 
from operations in the United States and 
$100,000 income from domestic dividends. 
Assume the United States tax rate to be 
fifteen per cent. Prior to the 1936 Act, the 
tax credit would have been computed as 
shown in the chart below: 


100,000 
100,000 


$62,250 


x 62,250 U. S. tax $15,000 


**(2) The total amount of the credit shall not 
exceed the same proportion of the tax against 
which such credit is taken, which the taxpayer’s 
net income from sources without the United 
States bears to his entire net income for the 
same taxable year.’’ 

3 Section 131 (b), as amended by 1939 Act: 
“The amount of the credit taken under this 
section shall be subject to each of the following 
limitations: 

‘““(1) The amount of the credit in respect of 
the tax paid or accrued to any country shall 
not exceed the same proportion of the tax 
against which such credit is taken, which the 
taxpayer’s net income from sources within such 
country bears to his entire net income, in the 
case of a taxpayer other than a corporation, or 
to the normal-tax net income, in the case of a 
corporation, for the same taxable year; and 

**(2) The total amount of the credit shall not 
exceed the same proportion of the tax against 
which such credit is taken, which the taxpayer’s 
net income from sources without the United 
States bears to his entire net income, in the 
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After the enactment of the Revenue Act 
of 1936, the foreign tax credit would be 
computed as indicated in the chart below: 


This same condition existed through 1938 
and 1939, covered by the Revenue Act of 
1938, which continued to compute net in- 
come by including all of the domestic divi- 
dends and allowing against the tax a credit 
of 14.025 per cent for domestic dividends 
received (eighty-five per cent of sixteen and 
one-half per cent). 


When the attention of Congress was 
called to the injustice of the unintended 
reduction in foreign tax credit, an amend- 
ment was included in the 1939 Act, making 


Domestic income from operations 
Dividends 
Income from Sweden 


Net income 


Credits: 


85% of dividends received 


Normal tax net income 





United States tax at 15% 





Credit 
500,600 (total net income) 


100,000 (income from Sweden) 


the denominator of the tax limitation frac- 
tion “normal-tax net income” instead of 
“net income.” * 


A second problem, finally resolved by 
the courts in 1944, pertained to the com- 
putation of foreign income taxes deemed to 
have been paid by the parent in accordance 
with Section 131 (f)* upon the receipt of 
dividends from a foreign subsidiary. 


The Commissioner of Internal Revenue 
had held in G.C.M. 20286, 1938-2 CB 202, 
that where dividends were paid by a for- 
eign subsidiary from earnings covering 
more than one year, the portion of divi- 
dends received from each year’s earnings 
should be segregated and the limitations on 
tax credit of Section 131 (b) should be 
computed separately for that part of each 
year’s earnings paid as dividends. Thus, 





$300,000 
100,000 
100,000 


500,000 


85,000 


$415,000 





fF 


62,250 


x 62,250 U. S. tax = $12,450 








case of a taxpayer other than a corporation, 
or the normal-tax net income, in the case of 
a corporation, for the same taxable year.’’ 
*Section 131 (f) (1), prior to amendment, 
read: ‘‘Foreign subsidiary of domestic corpora- 
tion.—For the purposes of this section, a domes- 
tic corporation which owns a majority of the 
voting stock of a foreign corporation from which 
it receives dividends in any taxable year shall 
be deemed to have paid the same proportion 
of any income, war-profits, or excess-profits 
taxes paid or deemed to be paid by such for- 
eign corporation to any foreign country or to 
any possession of the United States, upon or 
with respect to the accumulated profits of such 
foreign corporation from which such dividends 
were paid, which the amount of such dividends 
bears to the amount of such accumulated profits: 
Provided, That the amount of tax deemed to 
have been paid by such domestic corporation 
under this subsection shall in no case exceed 
the same proportion of the tax against which 
credit is taken which the amount of such divi- 
dends bears to the amount of the normal-tax 


Foreign Tax Credit 








net income of the domestic corporation in which 
such dividends are included. The term ‘accumu- 
lated profits’ when used in this subsection in 
reference to a foreign corporation, means the 
amount of its gains, profits, or income in ex- 
cess of the income, war-profits, and excess- 
profits taxes imposed upon or with respect to 
such profits or income; and the Commissioner 
with the approval of the Secretary shall 
have full power to determine from the ac- 
cumulated profits of what year or _ years 
such dividends were paid; treating dividends 
paid in the first sixty days of any year as hav- 
ing been paid from the accumulated profits of 
the preceding year or years (unless to his sat- 
isfaction shown otherwise), and in other re- 
spects treating dividends as having been paid 
from the most recently accumulated gains, 
profits, or earnings. In the case of a foreign 
corporation, the income, war-profits, and excess- 
profit taxes of which are determine on the basis 
of an accounting period of less than one year. 
the word ‘year’ as used in this subsection shall 
be construed to mean such accounting period.”’ 
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where dividends received were attributable 
to two different years and the subsidiary 
paid no tax to the foreign country with 
respect to one of the years, no foreign tax 
credit was allowable on that portion of 
the dividends attributable to that year. For 
example: 

Company P, in the United States, re- 
ceived a dividend of $100,000 from S, its 
English subsidiary, $50,000 paid from 1932 
earnings and $50,000 paid from 1933 earn- 
ings. Company S paid no taxes to England 
on 1932 income and paid $40,000 tax on 
$100,000 of 1933 income. Assume that Com- 
pany P in the United States is paying a 
tax rate of twenty-five per cent. G.C.M. 
20286 would limit the credit for English 
taxes deemed to have been paid to $12,500 
(twenty-five per cent of $50,000). 

Fortunately for taxpayers so situated, the 
United States Court of Claims, in Coca- 
Cola Company v. U. S., [44-2 uste J 9361], 
55 F. Supp. 616, held that there was no 
justification for the Commissioner’s method 
of computing a separate limitation for each 
year’s source of dividends, and that the 
ratio authorized by Section 131 (f) was 
ratio of the total of the foreign dividend 
to entire net income. 

The effect of this decision in a situation 
like that in the above illustration would 
be to allow the credit of $25,000 for English 
taxes deemed to have been paid, the limita- 
tion being twenty-five per cent of $100,000. 

As a result of the Coca-Cola Company 
decision and of the Tax Court’s decision in 
General Foods Corporation [CCH Dec. 
14,182], 4 TC 209, the Commissioner 
acknowledged his error by revoking G.C.M. 
20286 and issuing instead G.C.M. 24823, 
1946-1 CB 246, which held that it was un- 
necessary to compute by separate years the 
dividends paid from accumulated profits. 

Now we reach the two remaining 
problems, probably unforeseen, that are still 
to be resolved. 

It is well established in tax theory and 
practice that the long-standing rulings and 
regulations promulgated by the Commis- 
sioner of Internal Revenue interpreting the 
statutes have the force and effect of law 
where Congress has re-enacted the statutes 
in view of these regulations.’ In fact, the 
Supreme Court, in Helvering v. Winmill 
[38-2 ustc J 9550], 305 U. S. 79, went so far 
as to say: “Treasury regulations and inter- 
pretations long continued without substan- 
5 Augustus v. Commissioner [41-1 ustc { 9255], 
118 F. (2d) 38; Lawrence L. Tweedy [CCH Dec. 
12,588], 47 BTA 341; Charles L. Jones et al. 


[CCH Dec. 13,565], 2 TC 924; Norbert J. Kenny 
[CCH Dec. 14,378], 4 TC 750. 
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tial change, applying to unamended regula- 
tions or substantially re-enacted statutes, 
are deemed to have received Congressional 
approval and have the effect of law.” This 
opinion of the Supreme Court was re- 
emphasized in White et al. v. Winchester 
Country Club [42-1 ustc J 9208], 315 U. S. 
32, and in Merion Cricket Club v. U. S. [42-1 
usTc J 9209], 315 U. S. 42. 

Yet this writer seriously questions 
whether an administrative interpretation can 
have the “effect of law” where the literal 
application of a regulation results in obvious 
absurdities. This condition is present in 
part of the Commissioner’s regulations dealing 
with the computation of foreign tax credits. 

Section 131 (c) of the Internal Revenue 
Code, dealing with adjustments on payment of 
accrued taxes, provides in part as follows: 

“Tf accrued taxes when paid differ from 
the amounts claimed as credits by the tax- 
payer, or if any tax paid is refunded in 
whole or in part, the taxpayer shall notify 
the Commissioner, who shall redetermine 
the amount of the tax for the year or years 
affected.” 

The Commissioner has interpreted the 
expression “if accrued taxes when paid 
differ from the amounts claimed as credits” 
to refer to the tax in United States dollars 
and not in the foreign currency. The Com- 
missioner’s ruling is set forth in S. M. 4081, 
IV-2 CB 201. This memorandum holds 
that the use of the rate of exchange on the 
last day of a taxable year is limited to 
the case of a taxpayer filing an original 
return and estimating the foreign tax. But 
when the tax is actually paid, the rate of 
exchange to be used in adjusting the tax 
liability is the rate on the date of the 
actual payment of the tax. 

This opinion was probably based on 
the decision of the Board of Tax Appeals in 
D. E. Brown [CCH Dec. 166], 1 BTA 446. 
In that case, however, the Board held only 
that the credit for Canadian income taxes 
must be computed at the American dollar 
equivalent of the Canadian dollar when paid. 
No question of accrual at a different rate 
(if any) at the close of the taxable year 
was presented to the Board. 

To interpret the expression “if accrued 
taxes when paid differ from the amounts 
claimed as credits” as referring to taxes in 
United States dollars instead of in foreign 
currencies often produces a result probably 
never contemplated and certainly never in- 
tended by Congress. 

The following examples markedly demon- 
strate the mathematical incongruities of the 
literal application of S. M. 4081: 
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(1) Tax accrued and paid 1932......... 
Tax refunded 1934 .. 


4,000 Australian pounds @ $3.00..... $12,000 
3,000 Australian pounds @ $4.10..... 12,300 








Netitax Habtity . 6.465. s65ses5 1,000 Australian pounds ............($ 300) 
(2) Tax assessed and accrued 1946..... 20,000 Mexican pesos @ $0.22........ $ 4,400 
WOR CHOCO FINO ooo ein cdqeecares 20,000 Mexican pesos @ $0.15........ - 3,000 


Wer Way N 


These are but two illustrations of what 
may happen when the fluctuation in foreign 
exchange rate is absorbed into the United 
States dollar tax credit. The first case 
involves a subsequent appreciation in the 
value of the foreign currency when the 
United States revalued its gold price; the 
second, a depreciation in value of a foreign 
currency when Mexico pulled the peg on 
peso stabilization. 


Certainly a taxpayer should be entitled 





(3) Tax accrued 1939 ........... 4,000 English pounds @ $4.86....... $19,440 


to a foreign tax credit for the Australian 
tax actually incurred and no credit for 
Mexican taxes. Yet the wording of S. M. 
4081 would deny a credit for Australian 
tax (fortunately, there is no provision for 
a tax debit of $300) and allow a credit for 
Mexican tax when no liability is actually 
incurred. Numerous computations falling 
somewhere between the above illustrations 
are possible, with results not so patently 
irrational but just as improper. For example: 








Tax credited 1941.....75.... 2,500 English pounds @ $4.02........ 10,050 


Such a situation would give a value of 
$6.26 for the English pound sterling, cer- 
tainly a value in excess of any exchange 
rate of the English pound at any time. 

It is this writer’s belief that foreign tax 
credits should first be computed in terms of 
foreign currency and then converted into 
United States dollars at the rate of ex- 


(1) Tax accrued and paid 1932... 
Tax refunded 1934 ........ 3,000 Australian pounds @ $4.10.... 9,000 $3,300 


Net credit ... 








DUCE HAUAARY oss... kbs iawes 1,500 English pounds ... 










change used in reporting foreign income for 





_...$ 9,390 








any taxable year. Subsequent adjustments 
in tax credits should be made in foreign 
currency and also converted at the exchange 
rate originally used for that year. Differ- 
ences in exchange rates between accrual and 
payment dates should be considered a 
profit-and-loss item. Application of this 
method to the three illustrations given 
would result in the following: 


Profit 
Tax and 
Credit (Loss) 


4,000 Australian pounds @ $3.00... .$12,000 





1,000 Australian pounds @ $3.00....$ 3,000 $3,300 











(2) Tax assessed and accrued 1946 20,000 Mexican pesos @ $0.22........$ 4,400 
Tax credited 1948 .......... 20,000 Mexican pesos @ $0.15........ 4,400 ($1,400) 
|| a PNM RC LS 8 crt eter an nc ...... None ($1,400) 





(3) Tae "accrued 1959 .....46.5. 4,000 English pounds @ $4.86...... $19,440 














‘bam eredttied, 1941. .«....5.. ci 2,500 English pounds @ $4.02....... 12,150 ($2,100) 











Met ereete oo lken 1,500 English pounds @ $4.86.......$ 7,290 ($2,100) 
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Another foreign tax credit problem faced 
by some companies concerns Section 131 
(d) of the Internal Revenue Code,* per- 
taining to the time when the credit is to be 
taken. As is to be expected, credits for 
foreign taxes are to be taken in the year the 
foreign taxes accrue for a taxpayer on the 
accrual basis. But sometimes the year in 
which foreign taxes accrued does not co- 
incide with the year in which the income 
is reportable. Then what? These situa- 
tions may not occur as frequently and may 
not affect as many taxpayers as do those 
involving foreign exchange fluctuations; 
nevertheless, they do occur. 


Some countries prefer, if not require, that 
all their taxpayers have a set fiscal year. 
Thus, in England a taxpayer’s taxable year 
will be April 6 to April 5; in Australia, 
July 1 to June 30. 


Suppose a corporation in the United 
States has a fiscal year ending August 31, 
while its foreign subsidiary in Australia 
has a year ending June 30. A dividend de- 
clared and paid by the subsidiary after its 
earnings are determined in the period be- 
tween June 30 and August 31 gives rise to 
another tax poser. 


The parent corporation is certainly tax- 
able on such a dividend in the fiscal year 


in which it is payable—for illustrative pur- 
poses, the year ended August 31, 1942. Yet 
because the fiscal year ended June 30 in 
Australia, the tax on the dividend cannot 
be truly determined and accrued until June 
30, 1943. 
until that may incur 
direct losses in Australia, all of which events 
would affect the actual tax liability. 

We situation in which the 
income accrues in one year, the year ended 
August 31, 1942, but the tax liability does 
not become fixed and definite until June 30, 
1943, a date in the next fiscal year. If the 


More dividends may be declared 


time, or the parent 


have here a 


® Section 131 (d): ‘Year in Which Credit 
Taken.—The credits provided for in this section 
may, at the option of the taxpayer and irre- 
spective of the method of accounting employed 
in keeping his books, be taken in the year in 
which the taxes of the foreign country or the 
possession of the United States accrued, subject, 
however, to the conditions prescribed in subsec- 
tion (c) of this section. If the taxpayer elects 
to take such credits in the year in which the 
taxes of the foreign country or the possession 
of the United States accrued, the credits for 
all subsequent years shall be taken upon the 
same basis, and no portion of any such taxes 
shall be allowed as a deduction in the same or 
any succeeding year.”’ 
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parent does not receive any dividends or 
other income from Australia the next year, 
it has no income against which to apply 
the credit. 


Fortunately, in the cases known to the 
writer, credit has been finally allowed to the 
parent corporation in the years the divi- 
dend income was reported, by deeming the 
provisions of Section 43 of the Internal 
Revenue Code‘ applicable. This section 
provides that credits may be taken in years 
other than those in which the dividends are 
paid or accrued where this is necessary in 
order clearly to reflect the income. How- 
ever, reliance on that section places too 
heavy a burden of judgment and proof 
upon the taxpayer. It would be much safer 
to have either the Code or the Regulations 
provide that for purposes of tax credit 
foreign taxes accrue in the year the foreign 
income giving rise to the foreign tax lia- 
bility is includible in the United States 
income tax returns. 


In fact, the Commissioner recognized the 
need for such wording in cases involving 
blocked funds when he amended Section 
29.131-6 by adding the following paragraph: 


“Tf, however, under the provisions of sec- 
tion 29.43-1 an amount otherwise constitut- 
ing gross income for the taxable year from 
sources without the United States is, owing 
to monetary, exchange, or other restrictions 
imposed by a foreign country, not includible 
in gross income of the taxpayer for such 
year, the credit for income taxes imposed 
by such foreign country with respect to 
such amount shall be taken proportionately 
in any subsequent taxable year in which 
such amount or portion thereof is includible 
in gross income.” 


However, the amended regulation should 
not be limited to monetary and exchange 
restrictions, but should be made _ broad 
enough to cover other occasions-upon which 
income is not taxable in the United States 
in the year the foreign tax accrues. 


[The End] 


7Section 43: ‘‘PERIOD FOR WHICH DE- 
DUCTIONS AND CREDITS TAKEN 

“The deductions and credits (other than the 
corporation dividends paid credit provided in 
section 27) provided for in this chapter shall 
be taken for the taxable year in which ‘paid 
or accrued’ or ‘paid or incurred’, dependent 
upon the method of accounting upon the basis 
of which the net income is computed, unless 
in order to clearly reflect the income the de- 
ductions or credits should be taken as of a 
different period.’’ 
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THE RELENTLESS CREDITOR 


WHEN THE GOVERNMENT FILES A TAX CLAIM IN A BANKRUPTCY 


PROCEEDING, IT STANDS IN THE POSITION OF A CREDITOR WITH 
A PROVABLE CLAIM AND A LITIGANT SUBJECT TO THE JURIS- 


DICTION OF THE COURT. 


of 154 per week.’ Last year at this time 
Dun & Bradstreet reported the weekly aver- 
age at only ninety-seven, and in 1947 the 
figure was fifty. For the first two months 
of this year approximately 1,250 commercial 
and industrial enterprises have failed, as 
against 800 in 1948 and about 400 in 1947 for 
the same period. In the face of our ostensi- 
ble prosperity, full employment and increas- 
ing national income, this seems an anomalous 
situation. Yet it is apparent that with in- 
creased competition, marginal firms are be- 
ginning to fall like flies in the first draft of 
winter. Unless we have another total 
mobilization of our resources, we may safely 
guess that more and more businesses will 
swell the mortality tables as the war era 
recedes into the fabulous past. 


Aside from its economic portents, how- 
ever, the present trend is a fateful reminder 
that in more “normal” times a fertile source 
of income tax litigation lay in the admin- 
istration of bankrupt estates. The problems 
which faced trustees and receivers in those 
days are still with us, and new ones have 
been added. 


Some of the more important questions are 
considered in this article, the first part of 
which deals with the collection of income 
taxes by the federal government and the 
second part of which deals with the position 
of the government as a preferred creditor 
of the bankrupt or insolvent. 





' This figure is for the first eight weeks of 
1°49, and includes only commercial and indus- 
trial concerns. 
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Relentless Creditor 





.. . . By AARON M. DIAMOND 


Assessment Procedure 


When a bankruptcy or receivership occurs, 
the trustee or receiver is required to give 
the Commissioner timely written notice of 
his appointment.* On learning of the tax- 
payer’s bankruptcy or receivership from 
notice by the trustee (or otherwise),’ it be- 
comes the Commissioner’s duty immediately 
to assess any tax deficiency determined by 
him to be owing from the taxpayer, if it has 
not already been assessed. (Code Section 
274(a).) Although this is a summary action, 
it is not a jeopardy assessment; conse- 
quently, the taxpayer or the trustee is not 
entitled to receive the regular notice of de- 
ficiency. Nevertheless, the practice of the 
Treasury is to send a letter to the taxpayer, 
or to the trustee, receiver, debtor in posses- 
sion or whoever is designated by the court 
in which the bankruptcy or receivership pro- 
ceeding is pending as in control of the assets 
of the debtor. (See Regulations 111, Sec- 
tion 29.274-2.) The letter notifies him in 
detail as to how the deficiency was com- 
puted, so that he may furnish evidence show- 
ing wherein the deficiency is incorrect, and 
also informs him that upon request he will 
be granted a hearing with respect to such 
deficiency.* As in the usual case, if, after 
such evidence is submitted and a hearing 
held, any adjustment appears necessary, ap- 
propriate action will be taken. 


Although the language of the statute is 
permissive with respect to the presentation 
of deficiency claims to the bankruptcy court, 





2 The statute of limitations which otherwise 
runs against the Commissioner is suspended 
from the date of adjudication in bankruptcy 
until thirty days after the notice from the trus- 
tee or receiver is received. Such suspension may 
not exceed two years. Code Section 274 (a); 
Regulations 111, Section 29.275-1 (10). 

3 As by notice from the clerk of the court, 
required by Section 58 (e) of the Bankruptcy 
Act. 

+A copy of the notification letter will be 
attached to the assessment list as the collector's 
authority for filing in any bankruptcy or re- 
ceivership proceeding. 
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the Treasury Department has directed its 
collectors to proceed as follows (Regula- 
tions 111, Section 274-1.): 

“Collectors should, promptly after notice 
of outstanding liability against a taxpayer in 
any bankruptcy or receivership proceeding, 
and in any event within the time limited by 
the appropriate provisions of the Bank- 
ruptcy Act, as amended, and the orders of 
the court in which such proceeding is pend- 
ing, file claim covering such liability in the 
court in which such proceeding is pending. 

. At the same time claim is filed with 
the bankruptcy or receivership court, the 
collector will send notice and demand for 
payment to the taxpayer together with a 
copy of such claim.” 

While the filing of a claim for taxes with 
the bankruptcy court is not mandatory, it 
now seems settled that such a claim must be 
filed, and filed within the proper time,’ in 
order that the government may share in the 
estate. The Bankruptcy Act, Section 57 (n), 
states specifically on this point: 

“Except as otherwise provided in this 
Act, all claims provable under this Act, in- 
cluding all claims of the United States and 
of any state or subdivision thereof, shall be 
proved and filed in the manner provided 
in this section. Claims which are not filed 
within six months after the first date set 
for the first meeting of creditors shall not 
be allowed; Provided, however, that the 
court may upon application before the ex- 
piration of such period and for cause shown, 
grant a reasonable fixed extension of time 
for the filing of claims by the United States 
or any State or subdivision thereof.” 

This section of the act has been held to 
include government tax claims.° 

Prior to the 1938 amendments to the 
Bankruptcy Act, Section 57 (n), which then 
provided for the filing of claims within a 
year, did not mention the claims of the 
United States. Moreover, Section 64 (a) 
required the trustee in bankruptcy to pay all 
taxes legally due. Consequently, it was gen- 
erally held that the government was not 
required to file a claim for taxes within the 
limited time.’ The result was that the gov- 


5Cf. U. 8. v. Roth [48-1 ustc { 9157], 164 F. 
(2d) 575 (CCA-2, 1948), in which the court per- 
mitted a proof of claim filed in due time to 
be amended after the filing period had expired 
by substituting the year 1938 for 1939. The 
year 1939 was stipulated to have been stated 
inadvertently. 

®See In re Maryland Coal Company of West 
Virginia [41-1 ustc { 9223], 36 F. Supp. 142 (DC 
Va., 1941); In re Ervin Service Corporation, 
33 F. Supp. 653 (DC N. Y., 1940). 

™ In re Chandler Motors of New England, Inc. 
{1 ustc § 204], 17 F. (2d) 998 (DC Mass., 1926); 
In re Servel [1930 CCH { 9575], 45 F. (2d) 660 
(DC Ida., 1930). 
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ernment was able to file its claims for taxes 
at any time during the pendency of the pro- 
ceeding, though the time for filing fixed 
for others might have expired.* Since this 
prevented the speedy administration of 
estates, there arose the practice of issuing, 
at the application of the trustee, so-called 
“bar orders,” by which the court set a limi- 
tation date upon the government’s claims. If 
the government failed to file its claim within 
the time as limited in such an order, it was 
prevented from sharing in the estate.’ 


As the government now occupies the same 
position as that of other creditors, it is 
doubtful whether “bar orders” shortening 
the period for filing tax claims to less than 
six months would be approved. 


Section 57 (n) does not apply to equity 
receiverships in either state or federal courts. 
There are no federal limitation statutes 
which affect the filing of government claims 
in such instances, and state statutes of limi- 
tation are not binding upon the federal gov- 
ernment.” However, “bar orders” probably 
would still be issued in a receivership case. 


Failure of the government to file its claim 
within the statutory period does not neces- 
sarily destroy its chances of being paid its 
due deserts. The government is a relentless 
creditor, and may still salvage part or all 
of its tax by pressing its claim against the 
debtor himself, after his discharge from 
bankruptcy, provided the limitation period 
against collection of the tax has not run. 
This opportunity is provided for by Section 
17(a) of the Bankruptcy Act, which states, 
in part: 

“A discharge in bankruptcy shall release 
a bankrupt from all his provable debts, 
whether allowable in full or in part, except 
such as (1) are due as tax levied by the 
United States, or any State, county, district, 
or municipality.” 


Under this provision, a tax claim of the 
government remains valid and subsisting in 
spite of a taxpayer’s discharge in bank- 
ruptcy,” except in the case of tax claims 
filed in a proceeding under the corporate 
reorganization provisions of the Bankruptcy 


8See New York v. Irving Trust Company, 
288 U. S. 329 (1933). 

®See In re Banner Brewing Company [38-2 
ustc § 9575], 24 F. Supp. 675 (DC Mich., 1938). 

0 U, 8. v. Summerlin [40-2 usrc { 9633], 310 
U. S. 414 (1940); Board of Commissioners v. 
U. S., 308 U. S. 343 (1939); U. 8. v. City of 
Greenville, 8. C. et al. [41-1 ustc { 9381], 118 
F. (2d) 963 (CCA-4, 1941). 

1 See I. T. 1682, II-1 CB 172; I. T. 1735, II-2 
CB 216; In re Bates Machine & Tractor Com- 
pany [1926 CCH { 7001], 8 F. (2d) 424 (DC 
Tll., 1925). 


April, 1949 e TAX ES—The Tax Magazine 








‘i- 


he 

in 
1k- 
ms 
ate 












Act (Chapter X),” and except to the extent 
which may be provided in a plan or arrange- 
ment duly effectuated in an bankruptcy pro- 
ceeding brought under the chapters of the 
Bankruptcy Act dealing with plans and 
arrangements. 


Jurisdiction of Bankruptcy Court 


Although the existence of the bankruptcy 
court’s plenary power to settle federal tax 
controversies * had been judicially noted in 
numerous cases,“ not until the 1938 amend- 
ments to the Bankruptcy Act was a provi- 
sion expressly setting forth that principle 
enacted into law. With the purpose of re- 
moving any doubts which might have existed 
in some judicial quarters on that score,” 
Section 64 fa) (4) of the act now states that 
“in case any question arises as to the amount 
or legality of any taxes such questions shall 
be heard and determined by the court.” 


Since the statute gives jurisdiction to the 
bankruptcy court over questions “arising” 
with reference to tax matters, it is obvious 
that if a tax controversy has been fully de- 
termined prior to the bankruptcy of the 
taxpayer, no question can “arise” with regard 
to the tax previously considered. The Bank- 
ruptcy Act was not intended to give the 
bankrupt the privilege of two separate trials 
of his tax liability.*® Thus, in the case of 





12 See the protection accorded the government 
by Section 199 of the Bankruptcy Act. 

13 See Arkansas Corporation Commission et al. 
v. Thompson, 313 U. S. 132 (1941), and In re 
Gould Manufacturing Company, 11 F. Supp. 664 
(DC Wis., 1935), for discussions of a bankruptcy 
court’s lack of power to revise state, county or 
city taxes based upon assessments made by the 
properly constituted local authorities. 

144 New Jersey v. Anderson, 203 U. S. 483 
(1906); In re E. C. Fisher Corporation, 229 F. 
316 (DC Mass., 1915); In re Sheinman [1 vustc 
7 191], 14 F. (2d) 323 (DC Pa., 1926); Henderson 
County, N. C. v. Wilkins, 43 F. (2d) 670 (CCA-4, 
1930); In re Maryland Coal Company of West 
Virginia, supra, footnote 6. 

1% In the hearing on H. R. 6439, Mr. Hunt 
commented as follows: ‘‘. . . we have always 
thought that the bankruptcy court had full 
power to go into the amount, as well as the 
legality, but some courts have shown a tendency 
lately to drift away from that, and take the 
position that, if the bankrupt had not followed 
out all of the methods required by the State 
or County or Federal Government or whatever 
the taxing unit is, to determine what is the 
correct amount, nevertheless the creditors are 
bound by what he did or did not do and they 
cannot lay the question before the bankruptcy 
court as to whether the amount is correct or 
not; and we have found that in many cases 
the amount is incorrect; and in many cases 
after full and fair hearing the bankruptcy court 
has adjusted the amount.’’ 

16 Arkansas Corporation Commission et al, v. 
Thompson, supra, footnote 13. 


Relentless Creditor 


Kelly v. U.S. et al. [37-1 uste J 9294], 90 F. 
(2d) 73 (CCA-9, 1937), cert. den. 302 U. S. 
730], it was held that the bankruptcy court 
had no authority to determine a tax question 
which had been the subject of a decision by 
the Board, and that it was bound by the 
Board’s decision. (The trustee’s remedy was 
to prosecute a review of the Board’s deci- 


sion, the bankrupt’s right to appeal having 


passed to the trustee.) In that case the 
Board decision had become final after the 
date of adjudication of bankruptcy but be- 
fore the government’s claim for the tax was 
filed. This was deemed sufficient to prevent 
the bankruptcy court from acquiring juris- 
diction. 

As to claims first asserted after the bank- 
ruptcy of the taxpayer, the jurisdiction 
vested in the bankruptcy court™ is ex- 
clusive.* In other words, unless a deficiency 
has been determined before the taxpayer’s 
adjudication in bankruptcy, and unless the 
taxpayer has taken some step toward an 
adjudication of the dispute by either the Tax 
Court, Court of Claims or a District Court, 
the bankruptcy court alone can decide the 
issue. Under these conditions, the Tax Court 
may not redetermine the deficiency” and 
the trustee is not entitled to pay the tax and 
sue for a refund,” as the taxpayer might 
have done prior to his bankruptcy. In this 
regard, it has been stated that “the ordinary 
rules of procedure governing collection of 
taxes against individuals, such as appeal or 
claim for abatement and payment of tax 
under protest, with the only remedy against 
their enforced payment a suit instituted for 
their recovery, do not apply to a trustee in 
bankruptcy. The purpose of the Bankruptcy 
Act is that the bankrupt estate shall be 
promptly wound up and ordinary procedure 
would delay its final settlement.”* How- 
ever, where a taxpayer has paid his tax and 





17 The power to settle tax controversies ex- 
tends to a referee in bankruptcy where there 
has been an ordinary reference of the bankruptcy 
proceeding to him, but not to a special master 
appointed to make findings of fact and draw 
conclusions of law. In re Mifflin Chemical 
Corporation [41-2 ustc { 9713], 123 F. (2d) 311 
(CCA-3, 1941). 

18 Jn re Clayton Magazines, Inc. [35-2 vustc 
{| 9423], 77 F. (2d) 852 (CCA-2, 1935). 

19 See Molly-’es Doll Outfitters, Inc. [CCH Dec. 
10,081], 38 BTA 1, where the Board set aside 
and vacated a decision entered by it and dis- 
missed the appeal for lack of jurisdiction, since 
it appeared that the petitioner’s affairs were 
under the jurisdiction of a court of bankruptcy 
when the petition for redetermination was filed. 

2 In re General Film Corporation, 274 F. 903 
(CCA-2, 1921). 


21 In re Sheinman, supra, footnote 14. 
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filed a claim for refund prior to his adjudica- 
tion in bankruptcy, the unliquidated claim 
passes to the trustee, who may pursue the 
remedy in the usual way.” 


On the other hand, where an appeal in- 
stituted by the taxpayer is pending in the 
Tax Court, adjudication of bankruptcy or 
appointment of a receiver does not oust that 
court of furisdiction. The jurisdiction of the 
bankruptcy court and the Tax Court is con- 
current.” The Code gives recognition to this 
state of affairs by providing, in Section 
274 (a), that claims for deficiencies and such 
interest, additional amounts or additions to 
the tax as may be provided for by law may 
be presented to the bankruptcy court despite 
the pending of proceedings before the Tax 
Court. The same permission is granted with 
respect to courts in which receivership pro- 
ceedings are pending. When such claims are 
presented to the bankruptcy court, it exer- 
cises the jurisdiction vested in it by authority 
of Section 64 (a) of the Bankruptcy Act, 
despite the fact that the court in which the 
proceedings were originally instituted also 
has jurisdiction of the matter in contro- 
versy.“ Apparently, in a case of this sort, 
the court first reaching the issue for hearing 
may proceed to determine all questions 
raised and render a decision thereon.” In 
case of a final decision by the Tax Court 
before termination of the bankruptcy or 
receivership proceedings, a copy of the deci- 
sion could be filed with the bankruptcy or 
equity court and the decision would pre- 
sumably be followed, probably on the theory 
of res judicata.” 

During the pendency of the bankruptcy 
or receivership proceedings a deficiency may 
be assessed in accordance with the final de- 
cision of the Tax Court, but the Commis- 
sioner can go no further in the matter of 
collection while the assets are in the hands 
of the bankruptcy or equity court.” 


Defense by Trustee 


In the before the bankruptcy 
court, the trustees and persons having an 
interest in the estate may interpose objec- 
tions to the allowance of a tax claim. The 


22 Chandler v. Nathans, 6 F. (2d) 725 (CCA-3, 
1925). 

2 Plains Buying & Selling Association [CCH 
Dec. 2070], 5 BTA 1147. 

% Monjar v. Higgins [43-1 ustc § 9248], 132 F. 
(2a) 990 (CCA-2, 1943). 

23 Ohio Steel Foundry Company v. U. 8S. [1930 
CCH { 9166]..38 F. (2d) 144 (Ct. Cls., 1930). 

*6 Cf. Old Colony Trust Company et al. v. Com- 
missioner [1 ustc § 408], 279 U. S. 716 (1929). 

27 See H. R. Conference Report No. 356, Feb- 
ruary 22, 1926, p. 45. 
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bankrupt, however, is excluded from this 
intimate circle. Although the claim is not 
discharged by the bankruptcy, a bankrupt 
is not a “party in interest” entitled to object 
to a claim for taxes owed by him, unless 
it clearly appears that a surplus will be left 
from the estate for distribution to him.” 
Usually, however, objections raised by the 
trustee may also be barred where a similar 


‘ bar could have been raised by the bankrupt. 


For example, as a defense against a tax claim 
the trustee may set off a right to a refund 
of taxes erroneously paid by the bankrupt 
prior to adjudication of bankruptcy.” The 
set-off, however, is subject to the bar of 
the statute of limitations. Thus, while the 
period of the statute may not have expired 
when bankruptcy occurs, the time continues 
to run against the trustee; and if any bene- 
fit is to accrue from the bankrupt’s alleged 
overpayment to the government, the trustee 
must file a claim for a refund in accordance 
with the provisions of the Code.” 

On the other hand, in a case concerning 
a tax claim based on a declared value, the 
bankruptcy court has considered a defense 
waich could not be asserted by the bankrupt 
himself, as where he is estopped by the 
declaration of value made in his tax return. 
In E. C. Fisher Corporation,” which involved 
a state tax, the bankrupt’s officers had filed 
a return in which the company’s stock was 
valued at much more than its actual worth, 





2 Matter of Thomas L. Cunningham v. U. 8. 
[38-2 ustc f 9347], DC N. Y., 1938. In a doubtful 
dictum, the court in this case ventured the 
opinion that the bankrupt was not damaged 
since the allowance of the claim was not a 
binding adjudication against him personally. 


2» Chandler v. Nathans, supra, footnote 22. 
The set-off may likewise be employed by the 
government. See Matter of Inland Waterways, 
Inc. [47-1 ustc {§ 9200], 71 F. Supp. 134 (DC 
Minn., 1947); rev’d on other grounds sub nom. 
U. 8. v. Fogarty [47-2 ustc § 9383], 164 F. (2d) 
26 (CCA-8, 1947). 


3% In re Clayton Magazines, Inc., supra, foot- 
note 18. The filing of a refund claim, however, 
does not constitute the institution of proceed- 
ings under the two-year provision of Section 
lle of the Bankruptcy Act; it is, rather, a pre- 
requisite thereto. See Lynch v. Rogan [43-2 
ustc { 9516], 50 F. Supp. 356 (DC Calif., 1943). 
An attempt to short-cut the requirements of 
the statute for obtaining refunds by attempting 
to secure a turnover order compelling a collector 
to restore funds which he had collected from 
the bankrupt’s bank account and transferred to 
the Treasury, was unsuccessful in Sheehan v. 
Hunter [43-1 ustc J 9289], 133 F. (2d) 303 (CCA-8, 
1943). 


31 Supra, footnote 14. Cf. Matter of Magazine 
Associates, Inc. [42-2 ustc { 9574], 46 F. Supp. 
208 (DC N. Y., 1942), where the court found 
itself without authority to reduce the declared 
value on a capital stock tax once the period 
for filing the return had expired. 
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so that the company’s precarious financial 
condition might not be disclosed. A tax 
was assessed on the basis of the value so 
declared and a claim was thereupon filed. 
It was held that the court was not bound by 
the action of the taxing authorities, and that 
the creditors should not be prejudiced by 
the officers’ false return. The stock was 
found to be actually worthless and the claim 
was disallowed. 

In the absence of an objection by the trus- 
tee or a person having an interest in the 
estate, the claim must be allowed in the 
amount determined by the Commissioner. 
The court has no power to adjust a tax claim 
on its own motion. Nor has it power to 
allow the government to withdraw its claim 
over objection where to do so would cause 
delay and prejudice other creditors. This 
was decided in 1939 by the District Court 
for the Northern District of New York in 
Matter of Quandt Brewing Company [39-2 
ustc § 9575], where the government moved 
to withdraw its tax claim in order to sue the 
surety companies which had guaranteed pay- 
ment of the debtors’ taxes, in another court. 
The motion was denied on the ground that 
the surety companies would be put to ex- 
pense and possible loss in being required 
to litigate the government tax claim and 
subsequently to prosecute their claim in the 
bankruptcy court under their right of subro- 
gation. The court stated that withdrawal 
was a matter of right where no legal preju- 
dice would result, but that permission to 
withdraw was beyond the court’s power to 
grant when the withdrawal would sacrifice 
the interests of other parties. Of course, the 
government presumably might have pro- 
ceeded against the sureties in the first in- 
stance, without filing a claim in the bankruptcy 
court, and would thus have placed the bur- 
den of asserting the tax claim upon the 
sureties. 

The other side of the coin was displayed 
in 1941 in Matter of Cincotti Trucking & 
Contracting Company [41-1 ustce { 9379], 
where the District Court for the Southern 
District of New York saw no substantial 
prejudice to the trustee ensuing from the 
government’s withdrawal of its claim in the 
bankruptcy court. 

Something more than delay in litigating 
the trustee’s rights is necessary to warrant 
the bankruptcy court’s hearing a trustee’s 
plea to retain the government as an unwill- 
ing suitor. 


Burden of Proof 


In the assertion of a tax deficiency by a 
claim filed in a bankruptcy proceeding, the 


Relentless Creditor 


government is, of course, the moving party. 
Consequently, if the claim is resisted, it must 
establish its right to the tax by a fair pre- 
ponderance of the evidence. 


The government establishes a prima facie 
case by introducing a proof of the assess- 
ment list and the accompanying certificate 
of the Commissioner.” A _ sufficient proof 
consists of a verified claim and copy of the 
assessment.” If amendments are added, the 
verity of the original claim is not destroyed. 
The same presumption of verity that at- 
tached to the original assessment follows 
the amendments. This was the holding in 
Paschal v. Blieden [42-1 ustc J 9458], 127 F. 
(2d) 398 (CCA-8, 1943), where it was also 
stated that the “tax assessment is considera- 
tion for the claim [in bankruptcy ]; and when 
an admittedly regular assessment list is 
offered in evidence, the burden of proof to 
establish a prima facie case is satisfied. The 
burden then rests upon the objecting tax- 
payer [trustee in bankruptcy] to show the 
incorrectness of the assessment.” 

Where a provable claim has been properly 
filed, the bankruptcy court has no authority 
to order the government to support its claim 
with a bill of particulars.* Once the proof 
of claim is introduced, the objector must go 
forward with evidence sufficient to overcome 
the government’s prima facie case. An un- 
supported objection is not enough.” Evi- 
dence on this score may consist simply of 
testimony that the claim does not state the 
correct amount due; and if such testimony 
remains undisputed, the tax claim may be 
disallowed completely.” 


Review of Tax Determinations 


Tax determinations by the bankruptcy 
court may be reviewed in the same manner 
as are other judgments of the bankruptcy 
court. When the government files a tax 
claim in a bankruptcy proceeding, it stands 
in the position of a creditor with a provable 
claim. It becomes a litigant subject to the 
jurisdiction of the court, and must conform 
to the prescribed procedure in asserting its 
rights or suffer the consequences of not 
doing so. For example, in U. S. v. Bernstein 
[1927 CCH J 7061], 16 F. (2d) 233 (CCA-8, 





* Fiori v. Rothensies [38-2 ustc { 9538], 99 
F. (2d) 922 (CCA-3, 1938). 

33 In re General Film Corporation, supra, foot- 
note 20; In re Clayton Magazines, Inc., supra, 
footnote 18. 

31 In re Noble [37-1 ustc { 9238], 15 F. Supp. 
648 (DCN. Y., 1936). 

% Ibid. 

3% In re Evo-Graphic Corporation [37-2 ustc 
{ 9549], DC Pa., 1937. 
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1926), the court declined to review an ad- 
verse order where the government had failed 
to file exceptions to a trustee’s report within 
twenty days, as prescribed by General Order 
XVII of the Supreme Court. 


Appeals are governed by Sections 24 and 
25 of the Bankruptcy Act. The latter sec- 
tion, in substance, requires that appeals be 
taken to the Circuit Court of Appeals within 
forty days from the entry of the judgment 
complained of, or thirty days after written 
notice of the entry of such judgment, if one 
is properly served. These sections are not 
statutes of limitations, but are mandatory 
and jurisdictional.” This means that they 
are equally binding on all litigants, including 
the government, the trustee and the receiver. 


The appeal provisions, however, do not 
apply to a petition for the review of a 
referee’s determination by the District Court 
having jurisdiction of the bankruptcy pro- 
ceeding. Such petitions must be filed within 
the time stated in the rules of the particular 
court in which the proceeding is pending. 
If no rules cover the matter, review must 
be sought within a reasonable time. In the 
Matter of Frank Auditore [37-2 ustc J 9559], 
the District Court for the Eastern District 
of New York held that a motion by the 
government to reverse an order of the 
referee, expunging and disallowing its claim, 
came too late when six years had elapsed 
from the date notice of the order was served. 


Where the trustee and the government 
have compromised a tax claim subject to 
the court’s approval, a creditor may appeal 
the order of approval. The Circuit Court, 
however, will reverse the order only where 


the bankruptcy court has abused its discretion.” 


Where the government received and re- 
tained the full amount of taxes as determined 
by the bankruptcy court, it has been held 
to have waived its right to appeal.” 


Predecessor’s Liability 


A tax claim against an estate in bank- 
ruptcy or receivership will be allowed, in 
proper cases, though the liability was orig- 
inally that of some other person or entity.” 
The allowance is usually supported on prin- 
ciples of equity, the court disregarding trans- 


31 U. 8S. v. East [36-1 ustc § 9127], 80 F. (2d) 
134 (CCA-8, 1935). 

383 In re Universal Rubber Products Company 
[1928 CCH D-8348], 28 F. (2d) 253 (CCA-3, 1928). 

% In re Prudence Company [38-2 ustc { 9447]. 
98 F. (2d) 559 (CCA-2, 1938); cert. den. 306 
U. S. 636 (1939). 

# Minot Auto Company, 
(CCA-8, 1924). 

41 Paschal v. Blieden, supra. 
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fers which result in no substantial change 
in beneficial ownership.” 


In Matter of Grand Leader [1925 CCH 
q 7092], 5 F. (2d) 509 (DC Tex., 1925), a 
corporation was succeeded by a partnership, 
which, in turn, was succeeded by a corpora- 
tion, each taking over the assets and 
assuming the liabilities of its predecessor. 
Taxes assessed against the first corporation 
were held to be a liability of the last, and 
a claim therefor was permitted to be lodged 
in the bankruptcy of the latter. The decision 
in this case was based not only upon the fact 
that all liabilities had been expressly assumed 
in connection with both transfers, but also 
upon the ground that the last corporation 
received the assets as a privy successor to 
the first, continuing the former business. 
Furthermore, a tax liability may be proved 
in a bankruptcy proceeding involving a suc- 
cessor to the original taxpayer, although the 
transfer agreement made no provision for 
the payment of debts, since, in such circum- 
stances, it may be presumed that the prede- 
cessor’s liabilities were assumed.” 


Current Taxes of Bankrupt Estate 


In addition to the tax claims for which 
the bankrupt was liable before the institu- 
tion of the bankruptcy or receivership pro- 
ceedings, the estate may be charged with 
taxes accruing after bankruptcy or receiver- 
ship proceedings have commenced. Such 
taxes are not liabilities of the bankrupt but 
liabilities of the trustee or receiver.“ They 
become charges against the estate in the 
same manner as administration expenses. 


Provision for the trustee as taxpaver is 
set forth in Section 52 (a) of the Code, which 
reads in part as follows: 

“In cases where receivers, trustees in 
bankruptcy, or assignees are operating the 
property or business of corporations, such 
receivers, trustees, or assignees shall make 
returns for such corporations in the same 
manner and form as corporations are re- 
quired to make returns.” Any tax due on 


"In re Wolf Manufacturing Industries [1932 
CCH { 9094], 56 F. (2d) 64 (CCA-7, 1932). 

#3 In re Glover-McConnell Company [1926 CCH 
| 7050], 9 F. (2d) 683 (DC Ga., 1925). 

“In Reinecke v. Gardner [1 ustc { 309], 277 
U. S. 239 (1928), the trustee was held to be 
subject to income and excess profits taxes pro- 
vided the statute levying such taxes authorized 
their assessment against him. 

* Regulations 104, Section 23.12 (d), provide 
that receivers or trustees for bankrupt corpo- 
rations may execute consolidated returns pur- 
suant to an order of the court, a copy of the 
order to be attached to the return. 
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the basis of such returns made by receivers, 
trustees, or assignees shall be collected in 
the same manner as if collected from the 
corporations of whose business or property 
they have custody and control.” 

Section 29.52-2 of Regulations 111 modi- 
fies this as follows: 

“A receiver in charge of only part of the 
property of a corporation, however, as, for 
example, a receiver in mortgage foreclosure 
proceedings involving merely a small por- 
tion of its property, need not make a return 
of income.” 

The exemption from the requirement of 
making returns is strictly limited to the type 
of situation covered by the above section 
of the Regulations, the purpose of which is 
not to exempt income from taxation but 
merely to do away with partial returns.” 

Section 52 of the Code was applied most 
recently by the Seventh Circuit in Pinkerton 
v. U. S. [48-2 ustc 7 9410], in which the 


“bankrupt was a landlord whose sole busi- 


ness was the collection of rent. The receiver, 
appointed to manage and operate the bank- 
rupt company, collected rents which would 
have been taxable to the bankrupt, deferred 
payment of part of the rent, paid real estate 
taxes, sold real estate and realized a profit. 
Under these circumstances, the court 
thought, not only was the receiver operating 
the bankrupt’s business, but he had also 
taken over its corporate property and was 
operating it, and hence came within the 
meaning of Section 52.“ 

On the other hand, where the sole pur- 
pose of a proceeding is to marshal, liquidate 
and distribute a debtor’s assets, no income 
and, hence, no income tax liability normally 
arise.” Nor does the operation of a business 
include holding funds realized from the sale 
of assets pending the determination of valid- 
ity of claims, and interest arising from such 
funds is not taxable.” 


Trustee’s Duty to Withhold 


The latest tax problem to trouble trustees 
and receivers has appeared in the wake of 
the Current Tax Payment Act of 1943. Is 
the trustee or receiver in bankruptcy re- 
quired to deduct withholding taxes from 
payments made to wage claimants of the 





4% Buckley v. Commissioner [1933 CCH { 9456], 
66 F. (2d) 394 (CCA-2, 1933); cert. den. 290 
U. S. 698 (1933). 

47 See also State v. American Bonding & Casu- 
alty Company, 281 N. W. 172: U. S. v. Metcalf 
[42-2 ustc { 9774], 131 F. (2d) 677 (CCA-9, 1942). 

8% In re Heller, Hirsch & Company, 258 F. 
208 (CCA-2, 1919). 

4% In re Owl Drug Company [37-2 ustc { 9466], 
21 F. Supp. 907 (DC Nev., 1937). 
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bankrupt? This question has been considered 


in only two cases, with contradictory results. 


In U. S. v. Fogarty, the court had be- 
fore it the government’s claim for social 
security taxes as well as income taxes on 
“dividends” paid by the trustee in bank- 
ruptcy to persons employed prior to bank- 
ruptcy. It was held that the trustee was 
liable for the employment taxes on the 
theory that the payments to the wage claim- 
ants did not lose their characteristics as 
wages, and that consequently the trustee was 
liable for the deduction of the tax. This 
conclusion was reached in view of the intent 
of the Social Security Act and the preference 
granted to wage claims under Section 64 (a) 
of the Bankruptcy Act, by which wages 
are sharply distinguished from debts in gen- 
eral for the purpose of safeguarding the 
welfare of employees. 


As to withholding of income taxes, the 
court pointed to Section 1621 (d), which 
defines “employer” as the person for whom 
an individual performs or performed any 
service, of whatever nature, as the emnlovee 
of such person, with this exception: “if the 
person for whom the individual performs or 
performed the services does not have control 
of the payment of the wages for such serv- 
ices, the term ‘employer’ means the person 
having control of such wages.” Under this 
provision, the court held the trustee as the 
one in control of the payment of the wages; 
and by Section 1622 (d) of the Code, the 
employer (trustee) remains liable for the 
tax he failed to withhold until the employee 
has paid what the employer owes. 


The holding of the Fogarty case regard- 
ing withholding of income tax has been 
sharply criticized by a referee in Matter of 
Forest City Brewery, Inc. [48-1 ustc J 9254], 
a decision by the Ohio District Court. He 
felt that the trustee was not making a “pay- 
ment” of wages at all, but was merely mak- 
ing a distribution of a fund in court pursuant 
to an order of the court. Were it held 
otherwise. all the courts, and clerks of 
courts, sheriffs and bailiffs, under pain of 
penalty, must deduct a percentage from any 
dividend payment to a claimant out of an 
estate or from any amount in their hands 
realized upon a levy upon an employer’s 
property in the event that the claimant or 
plaintiff based his proof of action upon a 
claim for wages. This could not have been 
the intent of Congress, whose purpose in 
passing the Current Tax Payment Act was 
to facilitate and expedite the collection of 
taxes by employers. 





50 Supra, footnote 29. 

































































































































































































































































































































































































































































































































































































The referee’s position does not appear 
entirely sound since there is no provision 
excepting a court from the withholding re- 
quirement, and since Section 1621 (d) plainly 
indicates the intent to include the United 
States and its instrumentalities as employers. 
The peculiar facts of the case, however, 
probably justified the decision. 


Penalties and Interest 


Section 57 (j) of the Bankruptcy Act pro- 
vides as follows: 


“Debts owing to the United States or any 
State or subdivision thereof as a penalty or 
forfeiture shall not be allowed, except for 
the amount of the pecuniary loss sustained 
by the Act, transaction, or proceeding out 
of which the penalty or forfeiture arose, with 
reasonable and actual costs occasioned there- 
by and such interest as may have accured 
thereon according to law.” 

Because of this provision, penalties au- 
thorized by the Internal Revenue Code are 
not the proper subject of a claim in a bank- 
ruptcy proceeding. Included in the prohi- 
bition, doubtless, are the “additions to the 
tax” for failure to file a return (Code Sec- 
tion 291) and for negligence and fraud (Code 
Section 293). Such items, though not 
specifically termed penalties by the Code, 
have the characteristics of a penalty. How- 
ever, Section 57 (j) of the Bankruptcy Act 
merely bars the proof of a claim for a pen- 
alty,” but does not extinguish it. The penalty 
may be asserted against the bankrupt after 
his discharge from bankruptcy if the statute 
of limitations has not run.” There seems to 
be no provision analogous to Section 57 (j) 
of the Bankruptcy Act preventing the 
allowance of a claim for a penalty in equity 
receivership proceedings. 

On the other hand, Section 57 (j) of the 
Bankruptcy Act does not prevent the in- 
clusion of interest in claims for taxes. Con- 
sequently, those additional impositions pro- 
vided for in the Code which are deemed to 
be interest will be allowed. 

The distinctions between penalty and 
interest cannot, of course, be dealt with here 
to any great extent. However, the few bank- 
ruptcy cases in which the issue has arisen 
deserve some consideration for the light 
they throw on this phase of the law. 

In U. S. v. Childs [1 ustc J 103], 266 U. S. 
304 (1924), the Supreme Court had before 
it, in a bankruptcy proceeding, the question 





31 Carman v. U. 8. [37-2 ustc § 9545], 21 F. 
Supp. 239 (DC Mass., 1937). 

52 Collection of a penalty from a former bank- 
rupt has been approved by the Bureau in I. T. 
1735, II-2 CB 216. 
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of the effect of Section 14(a) of the 1916 
Revenue Act, which provided that to the 
amount of any tax not paid when required 
by the statute “there shall be added the sum 
of five per centum on the amount of tax 
unpaid and interest at the rate of one per 
centum per month upon said tax from the 
time the same becomes due.” The Court 
found that by the “explicit” provisions of 
this revenue act the five per cent addition 
to the tax was the cost of the delinquency, 
and hence a penalty, whereas the interest 
at one per cent per month was compensation, 
not punishment, in that it was clearly in- 
tended to compensate the delay in payment. 

In Matter of Semon [36-1 ustc {J 9024], 
80 F. (2d) 81 (CCA-2, 1935), under a com- 
parable provision, Section 294(b) of the 1928 
Act, the amount added to the delinquent tax 
was likewise held to be interest. After con- 
sidering the various sections of the act pro- 
viding different rates of interest for different, 
delinquencies in payment, the court, following 
the Childs case, felt that the higher rate was 
regarded by Congress as normal compensa- 
tion for the delay in payment under the cir- 
cumstances where it obtained, although it 
was willing to accept a lesser compensation 
for delay under other circumstances. 

The amount of interest to be included in 
a tax claim is described in Regulations 111, 
Section 29.274-1, as being “at the rate of 6 
per cent per annum for the period from the 
date of filing claim by the collector to the 
date of termination of the bankruptcy or 
receivership proceeding or to the date of 
payment if payment is made in full prior 
to such termination.” 

Although the Regulations have been cus- 
tomarily followed in this respect, at least 
one rebellious note was sounded recently in 
the Second Circuit in Matter of Union 
Fabrics, Inc. [48-1 ustc J 9286], aff’g [47-2 
ustc [9390] DC N. Y. Claims had been 
filed by the collector for social security taxes, 
income taxes and a miscellaneous tax. The 
District Court refused to allow interest 
thereon to the date of payment, amounting 
to forty-eight per cent, and instead limited 
the accrual of interest to the date of the 
filing of the petition in bankruptcy. The 
decision was supported on two theories. 
From the general point of view, the court 
thought it illogical to treat tax claims, so 
far as interest was concerned, differently 
from other claims: “Such a ruling compels 
payment, not by the debtor whose debt it 
is, but by general creditors, who did not 
incur it, and who were not responsible for 
the delay in payment, out of their otherwise 
fractional recovery on their own cla‘ms.” 
With particular reference to the facts of 














the case, the court stated: “The allowance 
of interest to the date of payment, an accu- 
mulation caused solely because of delays 
necessitated by the successful effort of the 
Trustee to protect and increase the estate, 
seems ... to be entirely inequitable, and 
to result in an unbalance of equities which 
the Supreme Court says is the touchstone 
of each decision.” ™ The latter theory ap- 
proaches the reasoning of the courts in 
equity receiverships allowing or withholding 
interest as under the circumstances seems 
to them equitable and just. The Second Cir- 
cuit affirmed the District Court’s decision 
on the curious ground that a majority of the 
judges in that circuit had the same day 
similarly decided a companion case dealing 
with interest levied under the municipal code 
on delinquent sales and business taxes, 
despite the fact that two of the three judges 
sitting on the case held opposite views. 


Since under Section 64 of the Bankruptcy 
Act tax claims are “debts” of the bankrupt 
which must be proved just as other debts 
of the bankrupt are proved, it does not seem 
reasonable to treat tax claims differently 
from other debts with respect to interest. 
An authoritative answer will soon be at 
hand, the Supreme Court having granted 
certiorari in the Union Fabrics case. (Note: 
Shortly before this article went to press, 
the Supreme Court [49-1 ustc { 9198] 
affirmed the lower court’s decision on grounds 
similar to the contention advanced in this 
article.) 


Priority of Government 


Under two federal statutes the govern- 
ment’s tax claims may become entitled to 
priority over the claims of a taxpayer’s other 
creditors, namely, Section 3466 of the Re- 
vised Statutes and Section 64 (a) of the 
Bankruptcy Act. The two statutes involve 
the same general subject matter, but in 
circumstances where one is applicable the 
other is not.* The Revised Statutes priority 
is extended to “debts due to the United 
States” where the taxpayer is in a state of 
insolvency; the Bankruptcy Act priority ap- 
plies exclusively where the taxpayer has 





53 This was not the first time that equitable 
considerations were advanced to block a claim 
for interest. In Matter of South Coast Company 
[38-1 ustc 19058], 22 F. Supp. 652 (DC La., 1937), 
the government had failed for over a year to 
compute interest on a tax claim after a trustee 
had requested that it do so, the trustee then 
being willing and able to pay the entire claim. 
Interest was not allowed beyond a time con- 
sidered reasonable for the government to pre- 
pare itself to receive payment. 

54 In re Jacobson, 263 F. 883 (CCA-7, 1920). 
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been adjudicated a bankrupt.” And unless a 
priority is had under one of these statutes, 
the government is entitled to no preference.” 


Section 3466 of the Revised Statutes, 
originally enacted in 1799, has come down 
without change to this very day. It provides: 


“Whenever any person indebted to the 
United States is insolvent or whenever the 
estate of any deceased debtor, in the hands 
of the executors or administrators, is in- 
sufficient to pay all the debts due from 
the deceased, the debts due to the United 
States shall be first satisfied; and the priority 
hereby established shall extend as well to 
cases in which a debtor, not having sufficient 
property to pay all his debts, makes a volun- 
tary assignment thereof, or in which the 
estate and effects of an absconding, con- 
cealed, or absent debtor are attached by 
process of law, as to cases in which an act 
of bankruptcy is committed.” 


The statute speaks of debts due to the 
United States, but does not specifically 
mention taxes. It has been well established, 
however, that taxes fall within the term 
“debts” for the purpose of this section.” 
Equally well settled is the fact that debts do 
not include certain charges against the 
estates of deceased insolvents, as, for ex- 
ample, funeral expenses™ and _ statutory 
widows’ allowances.” The result in the lat- 
ter case, of course, is that the government 
priority is effective only after the required 
payments have been made. 


For the government to receive prefer- 
ential treatment among creditors of the tax- 
payer the statute sets up a formal requirement 
of insolvency.” Insolvency under the Re- 
vised Statutes priority, however, is not 
insolvency as usually defined in accounting 
and business practice—i. e., an excess of debts 
over asset balances or inability to meet cur- 
rent debts “—but rather insolvency as mani- 
fested in one of the prescribed modes of 
Section 3466. The Supreme Court brings 





55 In re A. E. Fountain, Inc., 295 F. 873 (DC 
N. Y., 1924): In re Caswell Construction Com- 
pany, Inc. [1 ustc 7 189], 13 F. (2d) 667 (DC 
N. Y., 1926). 

56 U. 8. v. Oklahoma, 261 U. S. 253 (1923); In 
re William Akers, Jr. Company, Inc., 121 F. 
(2d) 846 (CCA-3, 1941). 

8st Price v. U. S. [1 ustc 7 158], 269 U. S. 492 
(1926); Stripe v. U. S. [1926 CCH { 7046], 269 
U. S. 503 (1926); Hatch v. Morosco Holding 
Company, Inc. [3 ustc § 1004], 61 F. (2d) 944 
(CCA-2, 1932), cert. den. 288 U. S. 613. 

58 G. C. M. 4217, VII-2 CB 162 

59 Jessie Smith, Executrix [CCH Dec. 7275], 
24 BTA 807. 

6 Maryland Casualty Company v. U. 8S. [44-1 
ustc { 9133], 53 F. Supp. 436 (Ct. Cls., 1944). 

61 Accountants Handbook (3rd ed.), p. 1049. 
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out the distinction in its comment on the 
term in U. S. v. Oklahoma: ® 


“The meaning of the word ‘insolvent’ used 
in the act and of the insolvency therein 
referred to is limited by the language to 
cases where ‘a debtor’ not having sufficient 
property ‘to pay all his debts, makes a volun- 
tary assignment’, etc. Mere inability of the 
debtor to pay all his debts in ordinary course 
of business is not insolvency within the 
meaning of the act, but it must be manifested 
in one of the modes pointed out in the latter 
part of the statute which defines or explains 
the meaning of insolvency referred to in the 
earlier part.” 


The “manifestations” of insolvency as 
described, however, have not been explicit 
enough to prevent a substantial amount of 
litigation on the point. No principle can be 
adduced from the cases except that in con- 
struing the terms of the statute, the courts 
have been liberal in granting the priority. 


Most of the difficulty with the statute 
has been encountered over the words “volun- 
tary assignment.” On this score, the Su- 
preme Court has stated“ that a voluntary 
assignment refers simply to the situation in 
which an insolvent debtor—of his own volli- 
tion—assigns his assets for the benefit of his 
creditors. The irony of this statement is 
that the volition of taxpayers passing 
through the straits of bankruptcy varies in 
considerable degree. Thus, for instance, in 
the above case the passing of a resolution 
by directors of a bank giving full control of 
the bank’s affairs to the state superintendent 
of banks, followed by the handing over of 
possession and control of all the bank’s 
property to be converted into money to pay 
the: bank’s debts, was held to be a volun- 
tary assignment within the meaning of Sec- 
tion 3466. Unfortunately, the opinion ignores 
the effect local law may have had on the 
action taken. Where a bank, insolvent under 
state law, was taken over by the affirmative 
action of the banking commissioner, the 
Supreme Court held, of course, in U. S. v. 
Oklahoma, that there had been no voluntary 
assignment. The same generous view of the 
eager bankrupt has been taken where an 
insolvent taxpayer cooperates with a creditor 
in securing the appointment of a receiver 
to take charge of his property—as where 
an insolvent’s answer admits the allegations 
of a creditor’s complaint and gives his con- 
sent to a decree appointing a receiver to 
administer his property for the benefit of 





8&2 Supra, footnote 56. 
8& Bramwell v. United States Fidelity and 
Guaranty Company, 269 U. S. 483 (1926). 
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his creditors,“ or where the debtor, rather 
than file an answer, joins in his creditor’s 
complaint.® 


The voluntary assignment must also be 
general, for although the statute does not 
mention “general assignments,” it has been 
held that the government is not entitled to 
priority of payment where a substantial part 
of the corporation’s assets did not pass to 
the receiver.” 


The “manifestation” consisting of the 
commission of an act of bankruptcy includes 
all circumstances in which an act of bank- 
ruptcy is committed under the laws of a 
state or under a national bankruptcy law.” 
For example, the appointment of a receiver 
when the debtor is insolvent is an act of 
bankruptcy,” and thus a “manifestation.” ® 
The appointment of a receiver, in itself, how- 
ever, does not necessarily indicate bank- 
ruptcy, and hence does not give rise to a 
priority if the debtor is solvent.” On the 
other hand, the “manifestation” and insol- 
vency need not be coetaneous. Accordingly, 
the government has been given priority 
though the taxpayer’s insolvency, while 
occurring during the receivership, did not 
take place until six years after the appoint- 
ment of a receiver.” 


Extent of Priority 


On the assumption that the government’s 
right to priority is established, the ques- 
tion, then, is: Priority over what? The 
statute says merely that under the conditions 
stated, the debts of the United States shall 





« U, §. v. Butterworth-Judson Corporation [1 
ustc J 159], 269 U. S. 504 (1926). See also New 
York v. Maclay [3 ustc { 1044]. 288 U. S. 290 
(1933); Foulke et al. v. C. Pardee Works [41-1 
ustc § 9198], 35 F. Supp. 734 (DC N. J., 1940). 
Cf. Nolte et al. v. Hudson Navigation Company, 
8 F. (2d) 859 (CCA-2, 1925). 

6 Price v. U. 8., supra, footnote 57. 

66 Manhattan Rubber Manufacturing Company 
v. Lucey Manufacturing Corporation [1928 CCH 
D-8293], 26 F. (2d) 839 (1928). 

7 Bramwell v. United States Fidelity & Guar- 
anty Company, supra, footnote 63. 

68 Sawyer Tanning Company v. C. J. O’Keefe 
Shoe Company [1928 CCH D-8141], 23 F. (2d) 
717 (1927). 

6° U. 8S. v. Emory, 314 U. S. 423 (1941). 

7% Hatch v. Morosco Holding Company, Inc., 
supra, footnote 57. 

711 See U. S. v. Middle States Oil Corporation 
et al. [1 ustc { 222], 18 F. (2d) 231 (CCA-8, 
1927) where the assets of various affiliated com- 
panies became intermingled and confused, and 
it became advisable for the court, in order to 
protect the interest of the several corporations, 
the creditors and the stockholders, to take 
charge of the respective companies by receiver- 
ship proceedings. At the same time, however, 
the tet-l assets of the companies actually ex- 
cecded their liabilities. 
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be satisfied first, and mentions no exceptions. 
This means, however, simply that the gov- 
ernment has the privilege of the prior pay- 
ment of its debts out of the debtor’s assets 
in the hands of the assignee or receiver,” 
and not that the government has a lien on 
the debtor’s property.” As a result, frequent 
excursions to the courts have been necessary 
to determine first and second place, as be- 
tween the government and prior lienors, in 
the race for the taxpayer’s assets. In these 
encounters, the government has usually been 
the victor. The courts seem loathe to defeat 
the priority.“ In fact, it is necessary to delve 
into the early history of the Supreme Court 
to reach a case in which the government 
had to step aside to allow a private party 
first “crack” at the remains. This was the 
case of Thelusson v. Smith, 2 Wheat. 396, 4 
L. Ed. 271 (1817), where it was held that 
the government was not entitled to priority 
over a previously executed mortgage. This 
doctrine seems to have been based on the 
theory that mortgaged property passes to 
the mortgagee and is no longer a part of 
the estate of the mortgagor.” Whether such 
a holding would prevail under modern mort- 
gage theory, which regards the mortgage as 
not more than a lien against the real estate, 
is doubtful. The question was noted in New 
York v. Maclay,” but the Supreme Court re- 
fused to pass judgment in that case. It 
observed merely that a mortgage, even 
though a lien, is one much more specific than 





72U. S. v. Oklahoma, supra, footnote 56; In 
re C. J. Rowe & Brothers, Inc. [1 ustc { 214], 
18 F. (2d) 658 (1927). 


73 U, S. v. Western Union Telegraph Company 
{2 ustc { 754], 50 F. (2d) 102 (CCA-2, 1931); 
G. C. M. 824, V-2 CB 54. See City of Winston- 
Salem v. Powell Paving Company et al. [4 ustc 
{ 1309], 7 F. Sunp. 424 (1934). Cf. Conway 
uv. Imperial Life Insurance Company, 21 So. (2d) 
151 (1945), where the statute impressed a trust 
in favor of policyholder-creditors on the bank- 
rupt’s funds held by the state treasurer. 


7#In Illinois v. Campbell, 329 U. S. 362 (1946), 
Justice Rutledge wondered whether it was at 
all possible to defeat the priority of the United 
States. 

%U., S. v. Texas [42-1 ustc { 9162], 314 U. S. 
480 (1941). 

7° Supra, footnote 64. Mertens, in his Law of 
Federal Income Taxation, Vol. 9, Section 54.27, 
states categorically that a mortgage which ante- 
dates facts warranting a priority for the federal 
government is preferred. His opinion, however, 
appears to be based on the lower court’s decision 
in New York v. Maclay, i. e., North River Coal 
and Wharf Company v. McWilliams Brothers, 
Inc. [1929 CCH D-9183], 32 F. (2d) 355 (1929), 
aff'd [1932 CCH { 9355] 59 F. (2d) 979 (CCA-2, 
1932), which considered the priority of a chattel 
mortgage vis a vis a state tax lien. The mort- 
gagee won out since chattel mortgages in New 
York are conveyances of title. 
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a judgment or a tax, since it is much closer 
to ownership. 


On the other hand, it is well settled that 
an inchoate lien is not enough to defeat the 
priority. In the Thelusson case it was said 
that the general lien of a judgment upon the 
lands of an insolvent debtor is subordinate 
to the preference established by the statute 
unless seizure by a marshal or some other 
equivalent act has made the lien specific 
and brought about a change of title or pos- 
session. It is this thought of the lien which 
is specific and perfect, by being liquidated 
in amount and by having attached to the 
sequestered property of the debtor,” that 
has come down through years of decisions 
to plague prior creditors. 


Although the opinions of the Supreme 
Court in a number of cases appear to sup- 
port the view that the rights of a creditor, 
who already holds a “specific perfected lien” 
on the debtor’s property at the time of in- 
solvency, are superior to those of the gov- 
ernment under Section 3466, the Court has 
managed to avoid a head-on meeting with 
that unique creature of the law. 


For example, in New York v. Maclay, supra, 
the Court held that the statutory preference 
“must prevail against the lien of a tax not 
presently enforceable but serving merely as 
a caveat of a more perfect lien to come.” 


In U. S. v. Texas™ the claim was said 
to be unliquidated and uncertain, and not en- 
forceable without the assistance of the courts. 


In Spokane County v. U. S. [1 uste ¥ 387], 
279 U. S. 80 (1929), the state court had held 
that the existing inchoate lien had not been 
made specific under the procedure of the 
statute and the federal priority had not been 
defeated. The Supreme Court affirmed, say- 
ing that whether or not the lien in question 
was specific was “properly a state question.” 

In U. S. v. Waddill, Holland & Flinn, Inc. 
[45-1 ustc J 9126], 323 U. S. 353 (1945), the 
Court held that a state court’s characteriza- 
tion of a lien as specific and perfected, how- 
ever conclusive as a matter of state law, 
cannot operate by itself to impair or super- 
sede a long-standing declaration of priority, 
and thus, in effect, overruled Spokane 
County.” 

7 Illinois v. Campbell, supra, footnote 74. 

78 Supra, footnote 75. 

*® Further support has been given this holding 
in Illinois v. Campbell, supra, footnote 74, 
wherein the Court declared that a state’s char- 
acterization of a lien as specific and perfect, 
though entitled to weight, is always subject 
to re-examination by the Supreme Court. On 
the other hand, it was stated, if the state court 


itself characterizes the lien as inchoate, this 
characterization is practically conclusive. 
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It does seem that the prospects for the 
appearance of a perfect lien before the Su- 
preme Court are dim indeed. 


Debts Incurred by Receiver 


The Revised Statutes priority extends 
only to funds available for distribution to the 
insolvent taxpayer’s creditors. Consequently, 
it has been held that the government is not 
entitled to payment of a tax claim ahead of 
the debts incurred by a receiver while oper- 
ating the insolvent taxpayer’s business pur- 
suant to court order.” When such debts 
exhaust the funds in the receiver’s hands, the 
government takes nothing. On this point 
the law was stated in Kennebec Box Company, 
Inc. v. O. S. Richards Corporation [1925 CCH 
7 7081], 5 F. (2d) 951 (CCA-2, 1925): 


* .. thoroughly admitting priority in the 
United States under the statute in any fund 
available for the payment of this insolvent’s 
debts, there is and can be no claim in even 
the more preferred of creditors until there 
is some fund available for the payment of 
all creditors of the insolvent.” 


On the other hand, taxes incurred by the 
receiver in operating the business are admin- 
istration expenses, entitled to priority as 
such without the benefit of Section 3466." 
Among administration expenses themselves, 
however, taxes may be paid only after court 
costs such as filing fees, reasonable com- 
pensation for the receiver and a reasonable 
attorney’s fee.” 


Representative’s Liability 


In Bramwell v. United States F'delity and 
Guaranty Company,® the Supreme Court said: 


“ 


. a debt due the United States is re- 
quired first to be satisfied when the posses- 
sion and control of the estate of an insolvent 
is given to any person charged with the duty 
of applying it to the payment of the debts 
of the insolvent, as the rights and priorities of 
creditors may be made to appear.” 

A breach of this duty (to satisfy the 
United States first) may result in the repre- 
sentative of the estate’s becoming personally 





8 In re Holmes Manufacturing Company [1927 
CCH { 7240], 19 F. (2d) 239 (DC Conn., 1927). 

81 Michigan v. Michigan Trust Company, 286 
U.S. 334 (1934). 

8G. C. M. 22499, 1941-1 CB 272. Although 
this ruling is sound, it appears to have been 


based erroneously upon the requirements of 
Section 3466. 


3 Supra, footnote 63. 
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liable to the government.“ Personal lia- 
bility is imposed by Section 3467 of the 
Revised Statutes upon “every executor, ad- 
ministrator, or assignee, or other person, who 
pays, in whole or in part, any debt due by 
the person or estate for whom or for which 
he acts” before paying debts to the United 
States for such person or estate, in the 
amount of the debts so due to the United 
States.» Furthermore, the representative of 
the estate or assignee is liable even if a 
distribution to creditors other than the 
United States was made pursuant to the 
judgment of a court of competent jurisdic- 
tion. The effect of the imposition of this 
liability is graphically demonstrated in the 
following cases. U. S. v. Weisburn [43-1 
ustc J 9247], 48 F. Supp. 393 (DC Pa., 1943), 
involved a suit against the executrix of an 
insolvent estate who had paid other debts 
of the estate without first satisfying the tax 
claim of the United States. Suit was brought 
against the executrix, as such and individ- 
ually. The court held that the government 
was entitled to recover from the defendant, 
as executrix, the funds then remaining in 
the estate, and, these being insufficient to 
satisfy the claim, to recover from the de- 
fendant personally the full amount she had 
disbursed as executrix in payment of debts 
over which the debt of the United States 
had priority. The fact that the account of 
the executrix had been approved, the assets 
distributed and the executrix discharged, 
was held not to relieve her of the Section 
3467 liability. 

Similarly, in Northwestern Jobbers Credit 
Bureau [CCH Dec. 13,071], 1 TC 863, the 
Tax Court held that the levy of an execu- 
tion on a prior judgment, which exhausted 
all the funds in the estate, did not relieve the 
assignee for the benefit of creditors from 
personal liability under Section 3467. 


The force of these decisions is such as 
to require no emphasis. The liability is real 
and substantial, and places the burden upon 
the administrator of the estate to resist any 
action which would result in depriving the 
government of the prior payment of its debts. 


A surety who is required to pay the gov- 
ernment under the bond has the same right 
to priority of payment over the principal 
obligor’s other debts as the government en- 





%| Of course, an executor may pay ‘‘charges’’ 
against the estate assets without first satisfying 
the government’s debts. Jessie Smith, supra, 
footnote 59. 

® The section has no application to a nav- 
ment by a stranger who occupies no fiduciary 
capacity. U. 8. v. Western Union Telegraph 
Company, supra, footnote 73. 
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joyed under Section 3466. (Section 3468, 
Revised Statutes.) This does not, however, 
entitle such a surety to share equally with 
the government if the latter continues to 
have a claim against the insolvent and the 
estate is insufficient to satisfy the govern- 
ment’s unpaid claim.” In such case the 
surety is entitled to satisfaction of its claim 
only after the claims of the United States 
have been satisfied.” 


Priority Under Bankruptcy Act 


When the taxpayer has been adjudged a 
bankrupt pursuant to the Bankruptcy Act, 
the Revised Statutes priority is superseded 
by Section 64 (a) of the Bankruptcy Act. 
The result is that the government has a less 
advantageous position. While the priority 
under the Revised Statutes requires payment 
immediately after administration expenses 
its bankruptcy priority is fourth in order of 
payment. The Bankruptcy Act provides a 
hard and fast categorical classification of 
claims against a bankrupt estate and the 
order in which such claims are to be paid. 
Section 64 (a) provides that in advance of 
payment of dividends to general creditors, 
full payment shall be made for (1) the actual 
costs and expenses of preserving the estate 
after bankruptcy and the assets of adminis- 
tration; (2) wages not to exceed $600 earned 
within three months; (3) cost and expenses 
incidental to refusing or revoking confirma- 
tion of arrangements, etc.; (4) taxes legally 
due and owing by the bankrupt; (5) debts 
(nontax claims) owing to the United States. 
This order of priorities cannot be varied.® 
The penalty for failing to follow the order 
was effectively brought home to the trustee 
in Matter of Lambertville Rubber Company, 
Inc., 111 F. (2d) 45 (CCA-3, 1940), when he 
paid social security taxes, accrued prior to 
his appointment, first, in disregard of the 
order of priorities. The remaining assets 
proving insufficient to pay administration 
expenses, the trustee was surcharged. 


It is also to be noted that the bankruptcy 
priority extends only to “taxes legally due 
and owing by the bankrupt.” But under this 
section it has been held that a tax includes 
any pecuniary burden laid upon individuals 
or property for the purpose of supporting 
the government by whatever name it may 





% U, 8. v. National Surety Company, 254 U. S. 
73 (1920). 


81 G. C. M. 22499, 1941-1 CB 272. 
8 In re Penticoff, 36 F. Supp. 1 (DC Minn., 
1941). 
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be called.” Therefore, state unemployment 
compensation payments are taxes within the 
meaning of Section 64 (a); and so is an 
imposition levied under Section 801 of the 
Social Security Act.” With respect to the 
question of whether taxes in a given situa- 
tion are taxes “owing by the bankrupt,” the 
answer is not so clear cut. The priority 
was denied in Philadelphia Company v. Dip- 
ple et al. [41-1 ustc J 9241], 312 U. S. 168 
(1941),” on the ground that the taxes were 
not “owing by the debtor.” In that case, a 
trustee was operating a street railway which 
was in reorganization under the Bankruptcy 
Act. The debtor railway had operated under 
a series of leases and agreements with under- 
lying corporations, wherein it had assumed 
payment of the lessors’ taxes. It had de- 
faulted in paying such taxes, and a tax 
priority was claimed in the bankruptcy pro- 
ceedings. The Supreme Court stated that 
the obligation to pay the underlying cor- 
poration’s tax was a rental obligation and not 
a tax liability, and therefore that the tax- 
priority part of the statute was inapplicable. 

The situation existing in this case is not 
to be confused with the tax liability of a 
transferee. The United States is entitled to 
the bankruptcy priority in payment of the 
tax liability of transferees under Section 311 
of the Internal Revenue Code. 


Bankruptcy Priority v. Liens 


Although Section 64 (a) of the Bank- 
ruptcy Act grants a priority to tax claims in 
bankruptcy proceedings, it does not gener- 
ally give taxes of the United States (or of 
a state) priority of payment over valid exist- 
ing liens asserted under Section 67 of the 
act.” The bankruptcy priority does not have 
the status of a lien, and provides merely for 
payment out of the unencumbered part of 
the estate.“ In other words, adjudication in 
bankruptcy does not interfere with existing 
valid liens, and the trustee takes the prop- 
erty subject to all such liens as would have 
been enforceable against it in the hands of 
the bankrupt himself. 





8 U. S. v. State of New York, 315 U. S. 510 
(1942). 

%In re William Akers, Jr. Company, Inc., 
supra, footnote 56. 

1U, S. v. State of New York, supra, foot- 
note 89. 

2 See also U. S. v. Western Union Telegraph 
Company, supra, footnote 73. 

%U, 8. v. Sampsell [46-1 ustc { 9186], 153 F. 
(2d) 731 (CCA-9, 1946). 

% In re Knox-Powell-Stockton Company, Inc., 
Ltd. [39-1 ustc { 9277], 100 F. (2d) 979 (CCA-9, 
1939); In re Brannon, 62 F. (2d) 959 (CCA-5, 
1933). 
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For this reason, a tax claim was denied 
priority over claims for labor, material, and 
workmen’s compensation insurance pre- 
miums, for example, in Matter of Heinzlemen 
Construction Company, Inc., 34 F. Supp. 109 
(DC N. Y., 1940). Sums had come into the 
hands of a trustee from the sale of improve- 
ments. The labor, material and insurance 
debts had arisen in connection with the 
construction of these improvements. Under 
New York law (that of the situs) funds re- 
ceived for improvements were declared trust 
funds, first to be applied in payment of the 
claims of subcontractors, material men and 
laborers and for compensation insurance. 
The court held that the local law controlled; 
that the fund was a trust fund in the hands 
of the bankrupt, and became also a trust 
fund in the hands of the trustee; and that 
each claimant had a lien, superior to the 
tax claim, on the moneys in the hands of 
the trustee to the extent of the moneys re- 
ceived on account of the labor and materials 
furnished by him. 


Liens Limited by Section 67(c) 


Under some circumstances, however, the 
extent of certain types of liens is limited by 
Section 67 (c) of the act. This section 
specifically restricts the amounts of lien 
claims for wages and rent to the extent 
and in the manner provided for in Section 
64 (a) of the act. Therefore, as far as wages 
and rents are concerned, priority in payment 
over taxes due the government is given only 
to claims for wages in the amount of $600 
and rent legally due and owing where the 
wages have been earned and the rent accrued 
within the three months immediately pre- 
ceding the commencement of bankruptcy 
proceedings.” 


A lien need not always be specific and 
perfected, as in the case of the Revised 
Statutes priority, to supersede the govern- 
ment’s bankruptcy priority.” That being the 
case, the government, in order to secure its 
preferred status as against inchoate liens, 
must assert its own lien against the bank- 
rupt’s property. That lien, however, is also 
subject to existing encumbrances such as ante- 
cedent liens which have been duly perfected. 


% In re Penticoff, supra, footnote 88. 
% U, 8. v. Sampsell, supra, footnote 93. 


Bankruptcy of Partnerships 


Section 5 (g) of the Bankruptcy Act sets 
forth special provisions for the treatment 
of partners and partnerships. The section 
requires that the proceeds of partnership 
property may be used in payment of partner- 
ship debts, and that the proceeds of the 
partners’ individual property may be used 
in payment of their individual debts. Any 
surplus after such payments is to be added to 
the assets of the partnership or the assets 
of the partners, as the case may be, for ap- 
plication toward further payment of debts. 


Hence, in the event of the bankruptcy of 
a partnership, the government is not entitled 
to priority in payment of an individual part- 
ner’s tax out of the partnership assets, except 
to the extent of that partner’s share, if any, 
in the surplus remaining after the payment 
of the partnership debts.” In this connection 
the tax assessed against a partner remains 
an individual tax despite the fact that the 
income which gives rise to his tax may have 
come from outside the bankrupt partnership. 


However, the New Jersey District Court 
has held, in Matter of Brezin & Schaefer 
[1924 CCH ]{ 2388], 297 F. 300 (1924), that 
partners may not defeat the collection of 
taxes by the simple expedient of refusing 
to withdraw from the partnership account 
money due them under the express terms of 
a partnership agreement. In that case, the 
partners had left in the partnership busi- 
ness the distributive shares to which they 
were entitled as salary under the articles 
of the agreement. Upon the bankruptcy of 
the partnership, the United States was 
allowed priority in payment of the partners’ 
taxes over the claims of partnership creditors 
to the extent of these undrawn shares. The 
court based its decision upon the theory that 
these undrawn shares were funds actually 
belonging to the individuals, not to the part- 
nership. In this manner, it circumvented 
the requirement of Section 5 (g) of the 
Bankruptcy Act. Although the court’s con- 
clusion may have been justified under the 
peculiar facts of the case, the soundness of 
the decision is still open to doubt.® 


[The End] 


In U. S. v. Kaufman [1 vustc 7116], 267 
U. S. 408 (1925), the Supreme Court stated that 
this rule applied with like force to the Revised 
Statutes priority. See also In re McClure et al., 
4 F. (2d) 741 (DC Tex., 1924). 

% See U. 8S. v. Kaufman, supra, footnote 97. 


—— 
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NEW DEVELOPMENTS 


in Pennsylvania Corporate Tax Laws 


By |. H. KREKSTEIN 


THIS ARTICLE, BASED ON A LECTURE BEFORE THE SECOND ANNUAL 
PENNSYLVANIA TAX INSTITUTE, COVERS THE NEW DEVELOPMENTS IN 


LAW AND PROCEDURE AFFECTING CORPORATE NET INCOME TAX AND 


URING the past year there have been a 

few court decisions in Pennsylvania 
affecting corporate taxes. Most changes, 
however, have come about through the 
adoption of new rules and practices by 
the Department of Revenue. Several of the 
court cases and some of the changes in 
practice will be discussed. 


Corporate Net Income Tax 


(1) Taxability of Interest on United States 
Securities: Commonwealth v. Curtis Pub- 
lishing Company.—lIn the case of Common- 
wealth v. Curtis Publishing Company, de- 
cided by the Dauphin County Court on 
October 10, 1947, the court decided that 
Pennsylvania corporate net income tax 
cannot be imposed upon interest on United 
States securities. It was held discrimina- 
tory and in violation of Articles I and VI 
of the United States Constitution. The 
exempt income that gives rise to the dis- 
crimination, according to the court, is (1) 
interest on bonds of the Commonwealth 
and its political subdivisions and (2) divi- 
dends received. The former is exempt from 
the Pennsylvania tax by reason of exclusion 
from the federal base; the latter, by reason 
of specific provision in the Pennsylvania 
Corporate Net Income Tax Act. 


The Commonwealth’s position is that 
interest paid by the United States on bonds 
issued after March 1, 1941, is subject to 
federal income tax; and since the tax is not 
a tax on income but an excise tax measured 
by the net income returned to and ascer- 
tained by the federal government, it is 
proper to include such income in the measure 
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DISCUSSES FOREIGN BONUS, CAPITAL STOCK AND FRANCHISE TAXES 





of the state tax. (For a fuller discussion 
of this matter, refer to page 247 of the March, 
1948 issue of TAxes—The Tax Magazine.) 

The Curtis Publishing Company case is 
now before the Pennsylvania Supreme Court, 
and should be decided in the near future. 
Meanwhile, the Commonwealth, in making 
corporate net income tax settlements, con- 
tinues to include interest on all United 
States securities issued after March 1, 1941. 


(2) Reports of Change in Corporate Net 
Income: Raising New Issues.—The Com- 
monwealth will not recognize any claims 
in a report of change in corporate net income 
except those directly arising from the ad- 
justments of taxable income by the federal 
government. This means that no new mat- 
ters can be raised in a report of change 
even though the Commonwealth made errors 
in the original settlement. 

It is the Commonwealth’s position that 
Section 8 (b) of the Corporate Net Income 
Tax Act specifically provides that the tax- 
payer must rely upon the remedies in the 
Fiscal Code for all adjustments of taxes 
except those resulting from changes made 
by the federal government. 


Section 1102 of the Fiscal Code provides 
for filing a petition for resettlement within 
ninety days of the date of the settlement; 
Section 1103, for a petition for review within 
sixty days after action is taken on a peti- 
tion for resettlement; Section 503, for a 
petition for refund within a period of two 
years or five years from the date of the 
payment of the tax or the date of the 
settlement, whichever date last expires. It 
is five years if the tax in question was paid 
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under the provisions of a statute subse- 
quently held by a court to be unconstitu- 
tional or erroneously interpreted. 


There is no time limit for filing a report 
of change, inasmuch as taxpayers are re- 
quired to file such reports whenever the 
federal government makes a final change 
in taxable income. As a result, there is no 
time limit on the making of resettlements 
in which effect is given thereto. They 
might be made long after the time for filing 
petitions for resettlement and refund has 
expired. The Commonwealth contends that 
the recognition of new issues in reports of 
change would have the effect of extending 
the time limits on the reopening of tax- 
payers’ accounts beyond the periods pro- 
vided by statute. 


On the other hand, the taxpayer takes 
the position that Section 1103 of the Fiscal 
Code provides for the filing of a petition 
for review with the Board of Finance and 
Revenue from all resettlements within sixty 
days of the date of the resettlement, and 
that any issues, whether new or old, may 
be raised. Therefore, if the Department of 
Revenue would not recognize a new issue 
in the report of change, the taxpayer could 
accomplish the same result by filing a peti- 
tion for review. 


This is not the first time such a problem 
has arisen. -The Fiscal Code (P. L. 343, 
April 9, 1939) provides the general rules of 
corporate tax procedure; and although an 
attempt was made to make the code com- 
plete, it was not long after its adoption 
that problems arose. 


In a formal opinion issued on January 
27, 1930, the Attorney General answered a 
number of questions of procedure raised by 
the Board of Finance and Revenue. Among 
the questions was a request for advice as 
to the proper procedure by a taxpayer from 
a resettlement made under Section 1105 of 
the Fiscal Code. This section gives the 
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Mr. Krekstein, co-author of Corporate Taxation and 
Procedure in Pennsylvania, is a partner in the firm 
of Laventhol, Krekstein & Company, Certified Pub- 
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Commonwealth the right to resettle an 
account, but provides no specific remedy 
for the taxpayer. In answering this ques- 
tion, the Attorney General advised the 
Board of Finance and Revenue that the 
procedure would be a petition for review 
under the provisions of Section 1103 of the 
Fiscal Code. 


It would seem that the same problem is 
involved where the Department of Revenue 
makes a resettlement under Section 8 (c) 
or 7 (b) of the Corporate Net Income Tax 
Act. Section 8 (b) refers the taxpayer 
to the Fiscal Code for all remedies. The 
only available remedy in the Fiscal Code 
is a petition for review under Section 1103, 
as was held by the Attorney General in 
respect to resettlements under Section 1105. 


Consequently, when the Commonwealth 
makes a resettlement in which effect is given 
to an adjustment by the federal government, 
the Board of Finance and Revenue should 
be required to consider any issue that may 
be raised in a petition for review. This 
issue is now befgre the Dauphin County 
Court in the case of Commonwealth v. 
Abrasive Company. 


(3) Net Operating Loss Carry-backs and 
Carry-forwards: Present Status.—The 1947 
Corporate Net Income Tax Act barred the 
carry-forward of net operating losses from 
years beginning prior to January 1, 1946, 
and the carry-back of net operating losses 
sustained in years beginning after December 
31, 1945. This provision has affected many 
taxpayers in Pennsylvania and has resulted 
in numerous petitions for resettlement and 
review. 


Many taxpayers have taken appeals on 
this issue to the Dauphin County Court. 
As yet none of these cases has been tried, 
but it is expected that one or more of the 
appeals will be listed for trial at an early 
date. The specific grounds upon which the tax- 
payers will rely have not yet been brought out. 
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The arguments so far advanced have to 
do mainly with the inequities resulting 
from the provision in the act. (This is 
more fully discussed on pages 245 and 246 
of the March, 1948 issue of TAxEs—The Tax 
Magazine.) 


(4) Liability of Foreign Corporations En- 
tering Pennsylvania During Tax Year.— 
Corporations engaged in business outside 
Pennsylvania prior to entering the state 
during the tax year present a distinctive 
problem in allocation. To cover this situa- 
tion, the Commonwealth has prescribed a 
special method of constructing the alloca- 
tion fractions. These fractions, when ap- 
plied to net income reported to the federal 
government,. are expected to allocate to 
Pennsylvania that portion of the net income 
for the year which is attributable to the 
Pennsylvania operations during the period 
of operations within the state. 


The following is the procedure: 


(a) Tangible property: The numerator of 
the fraction contains the average value of 
the property in Pennsylvania during the 
period in which the corporation was doing 
business in Pennsylvania, multiplied by a 
fraction reflecting that portion of the year. 
The denominator contains the average 
amount of total tangible property for the 
entire year. 


(b) Wages and salaries: The numerator 
of this fraction includes only the wages 
and salaries paid in Pennsylvania during 
the period the company was doing business 
in the Commonwealth, whereas the denomi- 
nator contains both wages and _ salaries 
within and without the Commonwealth for 
the entire year. 


(c) Gross receipts: The numerator of this 
fraction contains receipts assignable to 
Pennsylvania for the period the corporation 
was doing business in Pennsylvania, and 
the denominator contains total receipts for 
the entire year. 


Generally, the fractions composed in this 
manner yield approximately correct results 
even though they are applied to total net 
income for the year at the full rate of tax. 


Although in the case of franchise tax the 
same allocation fractions are involved, the 
approach is different. -The reason for this 
is that the measure of the tax is capital 
stock valuation instead of income. The 
Commonwealth, in this situation, considers 
it mathematically exact to compute the 
tax on the basis of the length of time 
during which the corporation operates in 
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Pennsylvania. For instance, if a corpora- 
tion entered Pennsylvania on July 1 and 
reports on a calendar year basis, the tax 
would be computed by applying the rate 
of five mills for a period of six months 
instead of for the entire year, this being the 
equivalent of two and one-half mills. The 
numerator and denominator of each of 
the fractions is so formed as to reflect the 
activities of the corporation, both within 
and without the state, for only that portion 
of the year during which business is con- 
ducted in the state. These fractions are 
then applied to the valuation of the capital 
stock at the end of the year, and the tax 
is computed for one half of the year. 


This procedure seems to produce the 
desired result, and has not created any 
controversy. No doubt, that is due to the 
exclusion of all factors affected by trans- 
actions prior to entrance into Pennsylvania 
from the allocation fractions, and to the 
fact that the capital stock valuation ordi- 
narily fluctuates but slightly during the year. 


However, entrance into the state fre- 
quently may have a more material effect on 
operating results; and since corporate net 
income tax is measured by net income, the 
Commonwealth’s method of treating the 
transactions which enter into the composi- 
tion of the allocation fractions might pro- 
duce an unreasonable tax result. In some 
instances, the resulting taxable income 
might be more than the taxpayer realized 
both within and without Pennsylvania dur- 
ing the period of operations within the 
state. Such a condition could arise (1) if 
a preponderance of net income was earned 
prior to entrance into Pennsylvania, or (2) 
if one or more of the allocation fractions 
were inapplicable prior to entrance, or (3) 
if entrance into Pennsylvania resulted in 
transactions that affected certain of the 
fractions disproportionately. 


The most accurate approach would be to 
separate the net income as between the 
period prior to entering Pennsylvania and 
the period subsequent thereto. Then 
allocation fractions similar to those used 
for franchise tax purposes could be applied. 
This can be done only if the books and 
records of the taxpayer are so kept as to 
permit such a breakdown. 


If such a breakdown is not available, 
approximately the same result can be ob- 
tained by following the Commonwealth’s 
entire procedure with franchise tax—that is, 
by using allocation fractions in which ap- 
pear only the transactions occurring during 
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the period of Pennsylvania operations. The 
resulting percentage would then be applied 
to net income for the full year at the 
prescribed rate of tax for the length of 
time the corporation operated in Pennsyl- 
vania. Thus, if the taxpayer was in Penn- 
sylvania for six months, the effective rate 
would be two per cent instead of four per cent. 


This suggested procedure is not as radical 
as it might first appear. The Common- 
wealth has applied two sets of property 
apportionment fractions in capital stock 
tax settlements when transactions which 
materially changed the appearance of the 
balance sheet occurred during the tax year. 
This is brought out in the case of Common- 
wealth v. Gulf Oil Corporation, decided by 
the Pennsylvania Supreme Court on July 7, 
1948. Here the court approved the use of 
one fraction for the first eight months of 
the year and another for the last four 
months. The purpose was to recognize the 
effect of a loan of $25,000,000 made to an 
affiliated company, concurrently with the 
borrowing of the same amount from a bank, 
on the property apportionment fraction. 
In this case the Commonwealth did not 
require separate balance sheets for the two 
periods, but instead decreased total assets 
as of the end of the year by $25,000,000 
to determine the total assets as of Septem- 
ber 30. Thus, the fraction for the first 
eight months consisted of a numerator with 
taxable assets as of December 31, from 
which was deducted the sum of $25,000,000. 
Both the numerator and the denominator 
of the fraction for the last four months 
included the $25,000,000. The court, in 
ruling on this issue, said: 


“Such a method, which in some instances 
might perhaps be properly employed, was 
not adapted to the situation here presented 
since there were no separate balance sheets 
of the corporation as of the close of the 
first eight months and the court was there- 
fore obliged to assume, without any evi- 
dence to support the assumption, that the 
values of the taxable assets and total assets 
of the corporation, eliminating the item 
here in controversy, were, at the end of 
the eight months’ period, identical with the 
values of the taxable assets and total assets 
respectively at the end of the calendar year. 
However, since the Commonwealth itself 
requested the adoption of that method and 
has not appealed from the result obtained 


thereby, the judgment will be affirmed as 
entered.” 


From the court’s language, it is apparent 
that the use of separate balance sheets to 
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make up separate apportionments is con- 
sidered good practice under certain circum- 
stances. It would seem to follow from the 
conclusion in which the balance sheet is 
involved, that a similar conclusion would 
be reached with respect to operating state- 
ments when income is involved. 


(5) Effect of Capital Gain in Pennsyl- 
vania on Capital Loss Outside State When 
Either Exceeds Net Income Returned to 
Federal Government.—Prior to the 1945 
Corporate Net Income Tax Act (P. L. 190, 
April 11, 1945), provision was made for the 
specific allocation of the gains resulting 
from the sale of tangible capital assets; no 
mention was made of losses. Capital gains 
on property within the state were subject 
to tax in full, while gains without the state 
were not subject to tax. Under the Penn- 
sylvania act, capital assets consist of real 
estate or other tangible personal property. 


The Commonwealth, however, pursuant 
to regulation, provided that capital losses 
must be offset against capital gains, but 
only with respect to losses and gains in 
the same territorial classification. Thus, 
losses resulting from the sale of tangible 
capital assets in Pennsylvania were offset 
against gains realized on the sale of tangible 
capital assets in Pennsylvania, and losses 
sustained on the sale of tangible capital 
assets located outside of Pennsylvania were 
offset against gains realized from the sale 
of tangible capital assets located outside 
the Commonwealth. 


Under the prior law, there arose occasions 
in which the net gains from the sale of 
capital assets in Pennsyivania exceeded the 
net income returned to the federal govern- 
ment. Under such conditions the literal 
application of the statutory provisions 
could result in the imposition of tax on 
the full amount of the capital gains; and 
since this figure exceeded the net income 
returned to the federal government, the 
effect would have been to assess tax on 
income in an amount exceeding the net 
income returned to the federal government. 
To avoid such an inequity, it was the 
practice of the Commonwealth to limit the 
taxable income to the net income returned 
to the federal government. 


In Clause 2 of the Act of 1945, the 
capital gain provisions were amended. The 
section now reads as follows: 


“Tn case the entire business of any corpo- 
ration, is not transacted within this 
Commonwealth, the tax imposed by this 
act shall be based upon such portion of the 
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net income as defined in clause one 
hereof, as may be determined by allocations 
and apportionments made as follows: 


“(a) Gains realized and losses sustained 
from the sale or exchange of capital assets, 
if such assets consist of real estate or tangi- 
ble personal property situated in the Com- 
monwealth,. shall be allocated to this 
Commonwealth. 


“(b) Gains realized and losses sustained 
from the sale or exchange of capital assets, 
if such assets consist of real estate or 
tangible personal property situated outside 
of the Commonwealth, shall not be allo- 
cated in any part to this Commonwealth.” 


Under this new act, in which losses are 
specifically mentioned, there are more fre- 
quent occasions on which the specific allo- 
cation of capital transactions may result 
in taxable income in amounts exceediuz the 
net income returned to and ascertained by 
the federal government. 


The corporate net income tax report form 
has been so designed that the elimination 
of the gains and losses from the federal 
income exposes to tax the entire amount 
of capital gains arising in Pennsylvania, as 
well as the losses outside Pennsylvania, the 
latter, however, being subject to the alloca- 
tion percentage. Frequently the resulting 
taxable income exceeds the net income re- 
turned to and ascertained by the federal 
government. 


To illustrate, consider a case in which 
the net income returned to the federal 
government is $1,000 after deducting a loss 
of $50,000 sustained on the sale of a plant 
located outside Pennsylvania. In filling out 
the corporate net income tax report form, 
the sum of $50,000 would be added to the 
figure of $1,000, making a total of $51,000 
subject to allocation by using the three 
allocation fractions. On the assumption 
that the percentage taxable in Pennsylvania 
is fifty per cent, the taxable income would 
be fifty per cent of $51,000, or $25,500. 
Obviously, this figure is in excess of the 
net income returned to and ascertained by 
the federal government. 


As a further illustration, consider the 
case in which the net income returned to 
the federal government is $1,000, including 
a capital gain of $50,000 from the sale of 
a plant located in Pennsyivania. In filling 
out the report form, the sum of $50,000 
would be deducted from the federal net 
income of $1,000, leaving an operating loss 
of $49,000. Since this figure is a minus 
quantity, the allocation percentage would 
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not be applicable. However, the capital 
gain of $50,000 attributable to Pennsylvania 
would be subject to tax. Again, it is 
obvious that the taxable income is in excess 
of the net income returned to and ascer- 
tained by the federal government. 


The above are only two illustrations of 
the many problems that can arise from 
capital gains and losses when they exceed 
the net income returned to the federal 
government. The Commonwealth has de- 
cided that it is required to tax the entire 
capital gain realized from the sale of tangi- 
ble property in Pennsylvania and add back 
to taxable income the entire loss sustained 
on the sale of tangible property outside 
Pennsylvania, even though sueh action re- 
sults in the imposition of corporate net 
income tax on net income exceeding in 
amount the net income returned to the 
federal government. 


“Net income” as defined in Clause 1 of 
the act is the net income “as returned to 
and ascertained by the federal government.” 
In the previously quoted parts of Clause 2, 
providing for allocation, it will be noted 
that when all of the business of a tax- 
payer is not transacted within the Common- 
wealth, “the tax imposed by this Act shall 
be based upon all of the net income 
as may be determined by allocation and 
apportionment.” It would appear, therefore, 
that only the net income returned to the 
federal government is subject to allocation 
and apportionment. It is a rule of mathe- 
matics that the sum of the parts cannot 
exceed the whole. Thus, it is difficult to see 
how the Commonwealth can, by “apportion- 
ment and allocation,” tax more than the 
income that is being apportioned or alloca- 
ted. The issue is headed for appeal, and 
no doubt the question will remain unsettled 
until the courts consider the matter. 


(6) Taxability of Accumulated Deferred 
Income in Year in Which Taxpayer Changes 
from Installment to Accrual Method of 
Reporting Income.—On December 6, 1948, 
the Dauphin County Court handed down 
its opinion in Commonwealth v. Electrolux 
Corporation. The taxpayer changed from 
the installment method to the accrual basis 
of reporting income for federal tax purposes, 
pursuant to permission granted by the Com- 
missioner of Internal Revenue. In making 
this change, it was necessary to include as 
taxable income for the year of change the 
accumulated deferred profit on installment 
sales. This resulted in the taxpayer’s be- 
coming liable for federal and state income 
taxes on the deferred income as well as 
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earnings for the year determined on the 
accrual basis. The issue was whether the 
Commonwealth was permitted to tax in- 
come on a transaction occurring during a 
prior period just because the gain was in- 
cluded in net income returned to the federal 
government. 


The court held that the tax was properly 
assessed. It is not yet known whether the 
taxpayer will file exception or take an 
appeal to the Pennsylvania Supreme Court. 
(The case is more fully discussed on page 
252 of the March, 1948 issue of TAxEs— 
The Tax Magazine.) 


Corporate Net Income 
and Franchise Taxes 


Gross Receipts Allocation Fraction*: 
Effect of Minds Coal Mining Corporation 
Decision.—The Pennsylvania Supreme Court, 
on July 6, 1948, affirmed the opinion of the 
lower court in the case of Commonwealth v. 
Minds Coal Mining Corporation, 58 Dauphin 
178 (1946). The taxpayer maintained execu- 
tive and administrative offices in Pennsyl- 
vania. Its mine was in West Virginia, and 
all of its product was sold through and 
billed to a sales company under the pro- 
visions of a sales agency contract. It was 
admitted that the company was not trans- 
acting all of its business in Pennsylvania, 
but the taxpayer was unable to convince 
the courts that it maintained an office out- 
side the state within the meaning of the 
act so as to result in an out-of-state alloca- 
tion for the gross receipts arising from the 
sale of the coal it mined in West Virginia. 


In this case the court apparently reached 
an opposite conclusion to the one reached 
in the case of Commonwealth v. Continental 
Rubber Works, 347 Pa. 514 (1943). How- 
ever, the facts are not the same. In the 
Continental Rubber Works case, the tax- 
payer was able to satisfy the court that 
the office which was maintained outside 
the state and to which gross receipts were 
allocated was an office maintained in the 
manner contemplated by the act. In 
the Minds Coal Mining Corporation case, the 
court was not satisfied that the gross re- 
ceipts arising from the sales of coal were 
negotiated or effected by representatives of 
the taxpayer “chiefly situated at, connected 
with, or sent out from, premises for the 
transaction of business maintained by the 
taxpayer outside the Commonwealth.” (For 





* The same statutory allocation fractions apply 
to corporate net income and franchise taxes in 
Pennsylvania. 


a more detailed discussion of these two 
cases, refer to pages 253 and 254 of the 
March, 1948 issue of TaxEs—The Tax 
Magazine.) 


The effect of the Minds Coal Mining Cor- 
poration case manifests itself in the Com- 
monwealth’s attitude toward claims for 
out-of-state allocations of gross receipts. 
Wherever possible an attempt is made to 
rely on the Minds Coal Mining Corporation 
case rather than on the Continental Rubber 
IVorks case. It is important, therefore, for 
taxpayers having this problem to distin- 
guish the two cases clearly. 


Capital Stock Tax 


Exemption for Subsidiary Shares Under 
Act of 1931: Commonwealth v. Union Col- 
lieries Company.—Union Collieries Com- 
pany, a Pennsylvania corporation, owned 
33.19° per cent of the outstanding voting 
stock of Consolidated Coal Company, a 
foreign corporation. Bessemer Coal and 
Coke Corporation, also a Pennsylvania cor- 
poration, owned a majority consisting of 
about 96.6 per cent of the voting stock 
of Union Collieries Company. Bessemer 
Coal and Coke Corporation owned 17.02 
per cent of the outstanding voting stock 
of Consolidated Coal Company. Thus, 
Bessemer Coal and Coke Corporation 
owned 17.02 per cent of Consolidated Coal 
Company directly and 33.19 per cent in- 
directly through Union Collieries Company, 
a total of 50.21 per cent. All of the prop- 
erty of Consolidated Coal Company had 
a legal situs outside the Commonwealth. 


The Act of June 22, 1931 (P. L. 687) 
allows Pennsylvania corporations an ex- 
emption for the value of stocks they own 
in foreign corporations to the extent that 
the value of the capital stock is represented 
by “property or assets located or having 
a legal situs without this Commonwealth,” 
on the condition that the taxpayer “shall 
own, either directly or through subsidiaries 
or sub-subsidiary corporations, a majority 
of the total issued and outstanding shares 
of voting stock.” 


In settling the capital stock tax report 
of Bessemer Coal and Coke Corporation 
for the year in question, the Common- 
wealth allowed an exemption under the 
provisions of the aforementioned act to 
the extent of the corporation’s ownership 
(17:02 per cent) of the shares of the voting 
stock of Consolidated Coal Company which 
it held directly. The exemption was granted 
because Bessemer Coal and Coke Corpora- 
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tion owned directly and indirectly 50.21 
per cent, or a majority. On the other hand, 
the Commonwealth denied Union Collieries 
Company its claim for an exemption on 
the value of 33.19 per cent of the shares 
of the voting stock of Consolidated Coal 
Company which it held. 


The Dauphin County Court decided the 
case on June 15, 1948 (59 Dauphin 220), 
and in interpreting the application of the 
Act of 1931 held (1) that “only a Pennsyl- 
vania corporation which owns directly, 
or indirectly through a subsidiary, a ma- 
jority of the total issued and outstanding 
shares of the voting stock of another cor- 
poration representing property or assets 
located or having a legal situs without 
the Commonwealth may have the value of 
such shares excluded in the computation 
of its Capital Stock Tax”; and (2) that 
“under no circumstances is a_ subsidiary 
which doesn’t own directly or indirectly 
a majority of the total issued and out- 
standing shares of the voting stock of 
another corporation entitled to an exemp- 
tion under the Act for its proportionate 
ownership.” 


The court, therefore, held that the 
Commonwealth had acted properly in not 
allowing Union Collieries Company the 
exemption claimed. 


It should be noted that Bessemer Coal 
and Coke Corporation received an exemp- 
tion on the value of the stock it directly 
owned in Union Collieries Company. By 
this means it had already indirectly ob- 
tained an exemption for Union Collieries 
Company’s ownership of 33.19 per cent of 
the stock of Consolidated Coal Company 


Franchise and Capital Stock Taxes 


Capital Stock Valuations for Corpora- 
tions in First Year of Operations.—It is the 
practice of the Commonwealth to base its 
appraisal of capital stock valuations on net 
worth alone when a corporation files a 
report covering the first period of actual 
operations. This rule applies equally to 
franchise and capital stock taxes, both of 
which are measured by the actual value 
of capital stock, but will not apply to 
a foreign corporation reporting for the first 
time in the state if in a prior tax period 
it has engaged in business outside the state. 


This is known as the “first-year” rule. 
No one seems to know its origin. It is 
certain, however, that it has no statutory 
authority. Nor is it based upon a court 
decision. Until recent years the rule pro- 
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vided that the appraisal would be the 
equivalent of paid-in capital stock and sur- 
plus, plus gains from operations during 
the year, less dividends paid. If operations 
resulted in a net loss for the year, the loss 
would be deducted from the paid-in capital 
and surplus. 


At the present time, the Commonwealth 
interprets this so-called “first-year” rule 
in the same manner as previously, except 
that dividends paid during the period are 
added back to net worth for the average 
length of time they are assumed to have 
been a part of surplus. A case involving 
this point was recently considered by the 
Board of Finance and Revenue. The tax- 
payer argued that the prorated value of 
dividends which the Commonwealth added 
to net worth as of the end of the period 
was based on the assumption that earnings 
for the entire year were a part of surplus 
during the full year. 


If the first-year rule is intended to arrive 
at a tax based upon the net worth factor 
alone, it is illogical to assume that all 
of the earnings for the year were part 
of the capital structure during the entire 
period. Such a result could be accomplished 
only by starting business with the entire 
profits for the year. That is improbable, 
and obviously impossible unless all of the 
earnings for the year were realized on the 
opening day. The taxpayer asked that 
the prorated value of dividends added to 
net worth be offset by the earnings for 
the year prorated so as to give effect to 
their accumulation during the course of 
the year. The claim of the taxpayer was 
rejected. It would appear, therefore, that 
the Board of Finance and Revenue agrees 
with the present interpretation of the first- 
year rule. 


Should an appeal be taken to the courts 
on the issue, it might follow that the 
validity of the first-year rule, more than 
the manner in which it is applied, would 
be at stake. 


The act provides that in appraising 
capital stock, it is necessary to consider, 
in addition to net worth or equity, earn- 
ings, dividends and the average price for 
which the stock was sold during the year. 
Time and again the courts have held that 
the valuation is not a matter of mathe- 
matical formula or fixed rule, but a matter 
of judgment and common sense. Therefore, 
it is hardly conceivable that the courts 
would approve any rule based exclusively 
on arithmetical calculations. 
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Foreign Bonus 


Treatment of Labor and Overhead Costs 
in Determining Inventory Values.—Until 
recently, the Commonwealth, in determin- 
ing the value of merchandise inventories 
of manufacturing companies for the pur- 
pose of computing the foreign bonus, con- 
sidered the costs of raw goods, supplies 
and materials only; all values pertaining to 
labor costs and overhead charges were ex- 
cluded. No distinction was made between 
work in process and finished goods. 


Starting with reports for the year 1947, 
this practice has been changed. The tax- 
payer is not permitted to exclude labor 
and overhead costs from the value of 
inventories. 


In the case of the construction of build- 
ings and plants, however, the Common- 
wealth continues to exclude labor costs 
and overhead charges until the construction 
is completed. At that time these costs 
are included. 


It is difficult to understand the Common- 
wealth’s distinction between treatment of 
labor and overhead involved in construc- 
tion and the inventories of manufactured 
goods. It would seem that work in process 
is in the same category as construction 
in progress. 


The foreign bonus has been in existence 
since 1901, and has been the subject of 
considerable litigation. In the case of 
Commonwealth v. Merchants Shipbuilding 
Corporation, 26 Dauphin 89 (1923), the 
court held that the bonus was a considera- 
tion exacted by the state for the privilege 
of doing business and using property in 
the . jurisdiction. In Commonwealth  v. 
Schwarzchild, 259 Pa. 130 (1917), the court 


held that “capital” as intended by the act 
was not capital stock as used in the 
domestic bonus computation but tangible 
property. 


In viewing the merits of the Common- 
wealth’s new practice pertaining to inven- 
tories, it is necessary to consider whether 
the reason for the exclusion of labor costs 
and overhead charges from the value of 
inventories is that these items have no 
value or that they are not tangible property. 
If they are intangible assets, there is no 
bonus liability because their situs is the 
domicile of the corporation. 


There are no Pennsylvania cases directly 
at point. The courts apparently will 
be required to make a determination of 
whether these items are capital as contem- 
plated by the act, and, if they are capital, 
whether they add to the value of inventory. 


There seems to be no uniformity in the 
manner in which taxpayers ascribe values 
to inventories in preparing bonus reports. 
Some include labor and overhead costs in 
work in process as well as in finished goods, 
while others include such costs only in 
finished goods. Still others include labor 
and exclude overhead. Under such circum- 
stances, the present practice of the Com- 
monwealth obviously might lead to lack 
of uniformity in the imposition of bonus 
as between taxpayers. 


It is likely that the issue will be raised 
in appeals to the Dauphin County Court. 
This should lead to an interesting dis- 
cussion on the question of valuing inven- 
tories, and might throw some new light 
on the question of what constitutes capital 
for the purpose of computing foreign bonus. 


[The End] 





“MI DEDUXSHIONS” 


A tax man wrote a Slovakian client for a list of his tax deductions. The client 
obliged as follows, and for the benefit of the tax collector, who might or might not 
appreciate the phonetic spelling, the tax man developed the English equivalents: 


Halp raunhaus 
Hat vador peip 
Haus expnz 
Landri stowf 
Praparti zoold 
Dactir beel 
Rill stat tacs 
Hat vador beel 





Help around the house 
Hot water pipe 

House expense 
Laundry stuff 
Property sold 

Doctor bill 

Real estate tax 

Hot water bill 


—Violet S. Levenson 
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THE WEAK SPOTS 


By 






CURT GRUNEBERG 


MORE CAREFUL ATTENTION TO GENERAL PRINCIPLES MAY 
HELP IN CREATING A MORE CONSISTENT TAX STRUCTURE 





HE ATTENTIVE tax practitioner will 

often find himself in disagreement not 
only with tax decisions but also with pro- 
visions of the Internal Revenue Code or the 
Treasury Regulations, or with rulings, opin- 
ions, etc. In most cases a careful analysis 
of the disagreement will show that it is 
based on the opinion that a basic principle 
of our tax structure is violated. In addition, 
this analysis will indicate that in many of 
these cases a more appropriate solution can 
be found by a strict adherence to basic tax 
principles. Thus, some of our most ve- 
hemently discussed tax problems may find a 
satisfactory solution or at least a sound ap- 
proach to such solution. 


This writer submits the principle that 
transactions between two or more parties 
should be treated under the same point of 
view for each of the parties involved. In 
other words, to mention two examples: 


(1) A payment from an employer to an 
employee should be considered either com- 
pensation for services, and therefore de- 
ductible by the employer and taxable to the 
employee, or a gift, and therefore not de- 
ductible by the employer and not taxable 
to the employee; but it should not be con- 
sidered both compensation for services, and 
therefore a deductible expense to the em- 
ployer, and a gift, and therefore not taxable 
income to the employee. 


(2) A payment from a corporation to a 
stockholder should be considered either a 
dividend or a loan; but it should not be con- 
sidered both a dividend on the part of the 


corporation, thus entitling the corporation 
to a dividends-paid credit under Code Sec- 
tion 27, and a loan to the stockholder, and 
therefore not taxable to him. 


The validity of the principle of equal 
treatment of parties to a transaction is clearly 
based on consistency * and logic. Neverthe- 
less, it has been repeatedly disregarded. 


Payments to Employee’s Widow 


Regulations 111, Section 29.23(a)-9, pro- 
vide that “when the amount of the salary 
of an officer or employee is paid for a lim- 
ited period after his death to his widow or 
heirs, in recognition of the services ren- 
dered by the individual, such payments may 
be deducted.” Nevertheless, the Bureau is 
of the opinion that the receipt of such com- 
pensation by the widow of a deceased em- 
ployee is to be considered a gift to her, and 
therefore does not represent taxable income.” 
The opinion expressed by the Bureau vio- 
lates the above-mentioned principle. The 
Regulations allow the employer to deduct 
payments of the kind in question if the 
money is given “in recognition of the serv- 
ices rendered by the individual.” Ap- 
parently, the Regulations consider these 
payments compensation for past services. 
Such compensation should be taxable in- 





1 Merchants National Bank [CCH Dec. 2423], 
6 BTA 1167; John I. Chipley [CCH Dec. 7518], 
25 BTA 1103. 

21. T. 3329, 1939-2 CB 153. See also O. D. 
1017, 5 CB 101. 


Dr. Gruneberg is Assistant Professor of Economics at the University of Kansas City 
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come to the recipient. It does not make any 
difference whether the payment is made to 
the person who rendered the services or, 
because of his death, to his widow. The 
taxable nature of compensation for services 
cannot be changed by a change in the per- 
son of the recipient,> whether the transfer 
has been made by assignment inter vivos or 
by operation of law. 


Cancellation of Indebtedness 


According to Helvering v. American Dental 
Company,‘ the forgiveness of a debt without 
consideration is, in most cases, to be consid- 
ered the gratuitous receipt of financial 
advantages by the debtor, and therefore not 
taxable income but a gift. The result of 
the American Dental Company case seems to 
be just and fair in so far as the court holds 
that a taxpayer in difficult financial circum- 
stances has not realized taxable income 
when his creditors, in order to keep him in 
business, forgive all or part of his indebted- 
ness to them. But the idea of considering 
the debt cancellation a gift to the debtor 
violates both practical reasons and acknowl- 
edged principles of taxation. 


First of all, businessmen generally do not 
make gifts in the course of their transac- 
tions. Furthermore, it cannot be expected 
that a creditor, in addition to suffering a 
loss through a gratuitous cancellation of in- 
debtedness, should be punished by the im- 
position of a gift tax on this debt cancellation. 
A strong indication that the concept of a 
gift is faulty may be found in the fact that 
the Tax Court, in two interrelated decisions,” 
could not reconcile the tax situation of the 
creditor who grants a cancellation of a debt 
with the idea that a gift had been made to 
the debtor. According to the underlying 
facts in these two cases, the members of a 
partnership which held a promissory note 
of a corporation settled their claim for less 
than its face value, and thereby canceled an 
amount of more than $200,000. The Com- 
missioner expressed the opinion that the 
creditors, i. e., the members of the partner- 
ship (two partners and an estate for a de- 
ceased partner), were not entitled to a 
deduction for the loss suffered through the 
debt forgiveness, whereas the debtor-corpo- 





3See the principles on the assignment of 
compensation for services as laid down in Hel- 
vering v. Horst [40-2 ustc { 9787], 311 U. S. 112, 
and Helvering v. Eubank [40-2 ustc { 9788], 
311 U. S. 122. 

4 [43-1 ustc J 9318] 318 U. S. 322. 

5 George A. Adam [CCH Dec. 14,017(M)], 3 
TCM 649; Cocheco Woolen Manufacturing Com- 
pany [CCH Dec. 14,674(M)], 4 TCM 753. 


ration should be subject to federal income 
taxes on the forgiven amount. The final 
outcome was this: 

The court decided in favor of the debtor- 
corporation, and treated the debt cancella- 
tion as a gift by holding that the principles 
of the American Dental Company case should 
be applied. As to the creditors: 

(a) The estate of the deceased partner 
did not take any deduction for the loss in- 
curred by the debt forgiveness. 

(b) The second creditor, one of the two 
partners still living, compromised with the 
Commissioner on the basis of a deduction 
for a long-term capital loss (deduction of 
one half of the amount of the debt 
cancellation). 

(c) The third creditor, the partner 
George A. Adam, received a judgment from 
the Tax Court which allowed the deduction 
of the entire debt cancellation as a bad debt. 

There is no need to discuss the incon- 
sistent position of the Commissioner. But 
the Tax Court itself arrived at these contra- 
dictory decisions with regard to the result 
of the debt settlement: (a) for the cred- 
itor, a loss fully deductible as a bad debt 
(George A. Adams) ;* (b) for the debtor, a 
gift (Cocheco Woolen Manufacturing Com- 
pany)." Thus, the debt forgiveness was con- 
sidered a gift which could be deducted as a 
bad debt by the creditor. 


These contradictions and inconsistencies 
in the treatment of debt forgiveness cases 
might be solved by a new provision in the 
Code. The majority opinion in the Amer- 
ican Dental Company case is based on the 
assumption that it is “possibly beyond the 
legislative purpose to exact income taxes 
for saving on debts.” However, as Mr. Jus- 
tice Frankfurter points out in his minority 
opinion, “in the absence of such specific 
exemption” a tax should be levied or the 
wishes of Congress to exempt income “at- 
tributable to the discharge of any 
indebtedness” should be complied with by a 
new legal provision.® 


Inconsistent Treatment 
of Unearned Income 
The aforementioned principle of equal tax 


treatment should mean not only that a trans- 
action is to be treated from the same tax 





6 Supra, footnote 5. 

7 Ibid. 

® See also the strong criticism against the 
American Dental Company case by Roswell Ma- 
gill, Taxable Income (Revised Ed.) p. 254 et 
seq.; Lynch, ‘‘Some Tax Effects of Cancellation 
of Indebtedness,’’ 13 Fordham Law Review 145 
(1944). 


348 April, 194499 e TAXES—The Tax Magazine 











standpoint with respect to all parties con- 
cerned, but also that the time for reporting 
income or deductions should be determined 
uniformly with respect to all parties of a 
transaction. This does not mean that in- 
come or deductions from income should be 
reported within the same period of time if 
the parties use different accounting bases 
(the cash and the accrual basis, respec- 
tively) or have different accounting periods. 
The problem refers, rather, to the idea, 
adopted by the courts, that prepayments 
on contracts without restriction on the use 
or enjoyment of the money received (often 
made in connection with a rent agreement) 
are to be reported in full as income by the 
recipient in the year of receipt even though 
the prepayment may refer to a contract term 
of many years.’ On the other hand, the 
full amount of such prepayment is not con- 
sidered by the courts an ordinary and neces- 
sary expense of carrying on the business 
during the taxable year. The only part of 
the prepayment considered such a business 
expense is that portion attributable to the 
taxable year, by applying the ratio of the 
period of time the contract was in effect dur- 
ing the last accounting period to the entire 
contract period.” ; 


The allocation of deductions to the years 
to which they belong, under an economic 
point of view, seems just and fair, and is in 
accordance with sound accounting practice. 
However, the reporting of unearned income 
in the year of receipt not only is in disagree- 
ment with acknowledged principles of ac- 
counting ™ but violates the principle of equal 
tax treatment of all parties to a transaction. 


An especially interesting example of the 
violation of the principle of equal tax treat- 
ment is found in the famous embezzlement 
decision of the United States Supreme Court 
in Commissioner v. Wilcox.” According to 
this decision, embezzled money does not, in 
general, constitute taxable income to the 
embezzler. The reasoning of the Court 
rests on the concept of taxable gain, con- 
ditioned upon (a) the presence of a claim 
of right to the alleged gain and (b) the 
absence of a definite, unconditional obliga- 
tion to repay or return that which otherwise 
constitutes a gain. On the basis of this 
idea, the Court held that where an embezzler 
receives embezzled money without any 





9 Renwick et al. v. U. 8. [37-1 ustc { 9010], 
87 F. (2d) 123. 

1 Baton Coal Company v. Commissioner [2 
ustc § 788], 51 F. (2d) 469. 

11 Report of the Committee on Federal Taxa- 
tion to the Council of the American Institute 
of Accountants, May 1, 1945, p. 18. 

12 [46-1 ustc f 9188] 327 U. S. 404. 
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semblance of a bona fide claim of right and 
remains under an unqualified duty and obli- 
gation to repay, the embezzled money does 
not constitute taxable income. This con- 
clusion was not altered by the fact that the 
embezzler dissipated all of the embezzled 
funds, since the Court held that the loss 
or dissipation of embezzled money cannot 
create taxable income to an embezzler any 
more than the insolvency or bankruptcy of 
a borrower causes the loans to be treated 
as taxable income to the borrower. 


The procedure dealing with embezzlement 
shows an unequal tax treatment of the em- 
ployer whose money was embezzled as com- 
pared with the embezzler who not only took 
the money of the employer but also “en- 
joyed” it by disposing of the money through 
gambling and, finally, lost practically all of 
the money. The employer has a loss de- 
duction under Code Section 23(e)(3) in this 
case; but the employee, in spite of having 
disposed of the money exactly as an owner 
might dispose of it, is considered not to 
have received taxable income.” 


Inconsistent Treatment 
of Income Deductions 


Code Sections 22 and 23 give the impres- 
sion that net income is arrived at by adding 
gross income from all sources whatsoever 
(total gross income), then decreasing this 
amount by all deductions specifically al- 
lowed under Code Section 22(n), thereby 
arriving at adjusted gross income, and finally 
deducting the aggregate of all general de- 
ductions allowed by the Code. There is no 
indication in the Code that some types of 
general deductions should be treated differ- 
ently from others. Actually, however, some 
deductions are treated differently from 
other deductions without a convincing basis 
for such inconsistent treatment. 


Business Expenses 


A widely discussed problem refers to the 
question of whether commissions in connec- 
tion with the buying or selling of securities 
are deductible as ordinary and necessary 
expenses or are to be treated as an addition 
to or offset against the purchase or selling 
price, respectively. A United States Circuit 
Court“ held that selling commissions of 





13 See the dissenting opinion in the Wilcox 
case by Justice J. Burton, in which the argu- 
ment as to the loss deduction of the employer 
is mentioned in a casual remark. 

144 Don A. Davis [45-2 ustc { 9418], 151 F. (2d) 
441 (CCA-8). 
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an investor are not ordinary and necessary 
expenses under Code Section 23(a)(2) but 
are an offset against the selling price.” In 
the opinion of this writer, there is no satis- 
factory legal basis, but only an economic 
justification, for this decision. Securities 
held by investors are capital assets. There- 
fore, the gain on the sale of securities, if 
the securities were held for more than six 
months, is a long-term capital gain. Since 
such gain is recognized only at fifty per 
cent of the actual gain, it would seem an 
undue advantage to the taxpayer to allow 
him to deduct 100 per cent of the selling 
commission but to report only fifty per cent 
of the capital gain. 


But if Congress wanted to avoid this re- 
sult, why did it not provide that not only 
commissions in connection with the buying 
or selling of securities but all statutory de- 
ductions allowable to long-term capital gains 
or losses be allowed only as capital expendi- 
tures, i. e., either as addition to the cost 
price or as offset against the selling price? 
Why, for instance, are the expenses of an 
investor for an office, clerical help, etc., de- 
ductible at 100 per cent as nonbusiness ex- 
penses, whereas the payment of selling 
commission is allowed only as an offset 
against the selling price? Is the fact that 
most general office expenses are not allocable 
to specific transactions the only reason for 
the difference in treatment ? 


It is apparent that it is inconsistent to 
treat a special type of selling expense, 
namely, selling commissions, and, similarly, 
federal stamp taxes paid on transfers of 
securities by investors,” as offset against 
the selling price, whereas another kind of 
selling expense, namely, federal stamp taxes, 
is allowed as deductible nonbusiness expense. 


Two alternative solutions, each consistent 
in itself, may be suggested: either (1) to 
change Regulations 111, Section 29.24-2, to 
the effect that selling commissions on se- 
curities are to be treated as business ex- 
penses, just as selling commissions on all 
other goods are treated (Regulations 111, 
Section 29.23(a)-1); or (2) to generalize 
the above-discussed idea, expressed in Reg- 
ulations 111, Section 29.24-2, by introducing 
the provision that all statutory deductions 
attributable and allowable to long-term 
capital gains or losses are to be treated ex- 
clusively as offsets against selling price. 





% See the criticism of Paul D. Seghers in 
The Journal of Accountancy, February, 1946. 


1% J. T. 3806, 1946-2 CB 41. 
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Taxes and Interest 


The deductions for taxes and interest are 
treated differently from other statutory 
deductions. 


(a) Taxes: A taxpayer on a cash basis 
may deduct taxes paid in advance for future 
years in the accounting period during which 
the payment was made.” 


(b) Interest: In an income tax ruling,” 
the Bureau held that for a taxpayer on a 
cash basis “interest paid in advance for a 
period of five years constitutes an allow- 
able deduction for Federal Income Tax pur- 
poses for the year in which paid.” Further, 
in John D. Fackler,” the Board of Tax Ap- 
peals held: “The effect of denying it [the 
deduction of prepaid interest] would be to 
place petitioner on an accrual basis as to 
one item on his return and leave him on 
a cash basis as to the remainder. Such in- 
consistency is not permissible.” This point 
of view was restated by the Tax Court in 
the Court Holding Company case.” 


Other Deductions 


Whereas both the Bureau and the courts 
allow for taxpayers on a cash basis the 
deduction of prepaid taxes and prepaid in- 
terest for the period in which these amounts 
were paid, the point of view with regard to 
the treatment of prepaid business expenses 
has varied at different times. At present, 
prepayment of some business expenses is a 
basis not for a deduction of the entire ex- 
penses but only for the deduction of a pro- 
rata portion of the prepayment. The leading 
case on this point is the decision of the 
First Circuit Court in Commissioner v. 
Boylston Market Association which is con- 
cerned with the treatment of prepaid insur- 
ance premiums. “The arguments ... in 
favor of treating prepaid insurarice as an 
ordinary and necessary business expense 
are persuasive,” held the court. Neverthe- 
less, the decision does not follow the 
persuasion: 


“To permit the taxpayer to take a full de- 
duction in the year of payment would distort 
his income. The line to be drawn between 
capital expenditures and ordinary and nec- 
essary business expenses is not always an 
easy one, but we are satisfied that in treat- 
ing prepaid insurance as a capital expense 


(Continued on page 400.) 


17 Q. D. 388, 1920 CB 116. 

18 TI, T. 3740, 1945 CB 109. 

19 [CCH Dec. 10,596] 39 BTA 395. 

20 [CCH Dec. 13,412] 2 TC 531. 

21 [42-2 ustc { 9820] 131 F. (2d) 966. 
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“ADJUSTED GROSS INCOME™— 





ITS INCREASING IMPORTANCE 


By R. T. BOEHM 





CCOUNTANTS have long contended 

that some of the practices imported into 
law through the income tax have often 
reached results something less than ideal. 
For good reasons and bad, both purposeful * 
and fortuitous deviations have crept into 
the system, so that generally accepted prin- 
ciples of accounting’? in some areas bear 
little resemblance to the rules for comput- 





1 Many an aberration from generally accepted 
principles of accounting has been adopted in 
order to eliminate tax avoidance devices (see 
Code Sections 24 (b), 24 (c)) or to provide tax 
relief (see Code Section 107). 

2 The term connotes a ‘‘mixture of axioms, 
conventions, generalizations, methods, rules, 
postulates, practices, procedures and standards.”’ 
Littleton, ‘‘Tests for Principles,’’ 13 Accounting 
Review 16. See also Finney, ‘‘Principles and 
Conventions,’’ 19 Accounting Review 361, which 
discusses the absence of rules, and the reasons; 
Greer, ‘‘To What Extent Can the Practice of 
Accounting Be Reduced to Rules and Stand- 
ards?’’ 65 Journal of Accountancy 213. 

Many of the principles are so flexible as to 
admit significant discrepancies of result without 
being compromised. The absence of some gen- 
erally acceptable authority other than general 
usage (see Accounting Research Bulletin No. 1) 
seems to be additional evidence of the validity 
of Mr. Justice Holmes’ law-based-on-force the- 
ory. Cf. Southern Pacific Company v. Jensen, 
244 U. S. 205 (1917); Black and White Taxicab 
Company v. Brown and Yellow Taxicab Com- 
pany, 276 U. S. 518 (1928). See also the de- 
lightful essay of Austin, reprinted in Hall, Read- 
ings in Jurisprudence (Bobbs Merrill & Com- 
pany, 1938). 

The official viewpoint of the accountants is 
that ‘‘it is thus important not to regard the 
matter of ‘generally accepted accounting prin- 
ciples’ from a rigidity of viewpoint that could 
not possibly comport with the wide variety of 
operating conditions which will be encountered 
in business, resulting in an equally wide va- 
riety of detailed accounting processes.’’ A Ten- 
tative Statement of Auditing Standards, special 
report by the Committee on Auditing Procedure, 
American Institute of Accountants (October, 
1947), p. 40. Cardozo would probably agree. 
See The Nature of the Judicial Process (Yale 
University Press, 1921), p. 112. 


Adjusted Gross Income 


ing taxable income.* Whereas the literature 
on the subject emphasizes the cleavages, 
workaday experience teaches that (the ex- 
istence of the differences being admitted) 
at least for the businessman, the bookkeep- 
ing results of his operations are sometimes 
identical to the taxable income concept. 
The figures are often so similar that the 
technique of computing the tax base is to 





3 Excepting those cases in which a technique - 
at variance with accounting doctrine has been 
purposefully adopted (see footnote 1, supra), 
the Internal Revenue Code explicitly imports 
the accounting practices. (Section 42. Cf. Sec- 
tions 41, 43, 44 and 45 and Seghers, ‘‘Tax 
Accounting Compared with Recognized Account- 
ing Principles,’’ TAxes—The Tax Magazine, 
February, 1949, p. 145.) There are those who 
claim that little justifiable reason can be found 
for deviations from the accepted doctrine. Gut- 
kin and Beck, ‘‘Tax Accounting v. Business Ac- 
counting,’’ 79 Journal of Accountancy 130, 132. 
See also Lasser, ‘‘Tax Accounting Incongru- 
ities,’’ 83 Journal of Accountancy 221; Edel- 
mann, “Is Income Tax Accounting ‘Good’ Ac- 
counting Practice?’ TAXES—The Tax Maga- 
zine, February, 1946, p. 112. One high priest 
of accountancy claims that the problems would 
not exist today had Congress, the courts, the 
Treasury and the bar heeded the advice of ac- 
countants. May, ‘‘Accounting and the Account- 
ant in the Administration of Income Taxation,’’ 
47 Columbia Law Review 377, 83 Journal of Ac- 
countancy 370. 

Just as there are strong reasons that lawyers 
find taxation so radically at odds with the com- 
mon law, there is equal reason that tax ac- 
counting is far from identical to traditional 
accounting. See Gruneberg, ‘‘Our Real Diffi- 
culties in Understanding Tax Problems,’’ 83 
Journal of Accountancy 35. Not the least of 
these reasons is the latitudinarian nature of 
the ‘‘principles,’’ which are obviously easily 
susceptible to subjective use. A ‘‘revenooer’’ 
would certainly be annoyed when the choice 
between alternatives could be influenced by a 
motive to avoid taxes. Little wonder, then, 
that the Treasury has been forced to call the 
Plays in definitive fashion! Cf. May, ‘‘Authori- 
tative Financial Accounting,’’ 32 Virginia Law 
Review 698, 82 Journal of Accountancy 102. 
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Start with the amount arrived at by gen- 
erally accepted accounting procedures and 
to apply to that figure the necessary ad- 
justments dictated or permitted (depending 
upon the tax effect) by the rulings.‘ 

If the absorption of accounting practices 
into the income tax law has been incon- 
sistent as applied to specific situations, it 
has usually been done to accomplish some 
special purpose.® To the same end, another 
legal concept, an adaptation of an old ac- 
counting technique, was imported into the 





4“*To a substantial degree, the rules covering 
the computation of net taxable income conform 
to accepted accounting principles .... Closer 
agreement between tax requirements and ac- 
cepted accounting principles would be most desir- 
able.’’ Rolnick, ‘‘Determination of Net Income 
on Accrual Basis,’’ Proceedings of the New York 
University Fifth Annual Institute on Federal 
Taxation (Mafthew Bender & Company, 1947), 
p. 662. 


5 The fact that accounting as a tool has been 
subverted to a specialized application to assist 
the government in its taxing efforts should not 
really be surprising. (Cf. Gutkin and Beck, 
op. cit., supra, footnote 3.) The inducement for 
so utilizing it should be evident. See Berle, 
‘‘Accounting and the Law,’’ 13 Accounting Re- 
view 9. Other governmental regulatory agencies 
have set up specialized accounting practices to 
facilitate their own special purposes. They are 
now fundamental parts of the functional tech- 
niques of the Securities and Exchange Commis- 
sion, Federal Communications Commission and 
Interstate Commerce Commission, to name a few 
agencies. Even though there is a variety of ac- 
counting regulations applicable to a given enter- 
prise, there is no requirement that the agencies 
treat transactions on a mutually consistent basis. 
Old Colony Railroad v. Commissioner [3 ustc 
| 880], 284 U. S. 552 (1932); Atlantic Coast Line 
Railway v. Doughton, 262 U. S. 513 (1923). See 
also Foster, ‘‘The Application of Accounting 
Concepts to Legal Standards,’’ 13 Ohio Opinions 
62. Some writers claim that the SEC, for one, 
has been a positive influence for good in the 
resolution of accounting controversy. Stewart, 
‘“‘Accountancy and Regulatory Bodies,’’ 65 Jour- 
nal of Accountancy 33, 59; Sanders, ‘‘Influence 
of the SEC upon Accounting Principles,’’ 11 
Accounting Review 66, 68, 73. 


Mr. Boehm is an attorney and accountant in Columbus, 
Ohio. His article is reprinted from the January, 
1949 issue of the Cincinnati Law Review 


Internal Revenue Code by the Individual 
Income Tax Act of 1944. Its imposing 
name is “adjusted gross income,”* and it 
was defined by the House Ways and Means 
Committee to mean “gross income less busi- 
ness deductions, deductions attributable to 
rents and royalties, and losses treated as 
losses from the exchange or sale of prop- 
erty. In the case of an employee, adjusted 
gross income consists of gross wages or 
salary less expenses of travel or lodging in 





6 Code Section 22 (n) reads as follows: 


“Definition of ‘Adjusted Gross Income.’—As 
used in this chapter the term ‘adjusted gross 
income’ means the gross income minus— 


‘*(1) Trade and business deductions.—The de- 
ductions allowed by section 23 which are attrib- 
utable to a trade or business carried on by the 
taxpayer, if such trade or business does not 
consist of the performance of services by the 
taxpayer as an employee; 

**(2) Expenses of travel and lodging in con- 
nection with employment.—The deductions al- 
lowed by section 23 which consist of expenses 
of travel, meals and lodging while away from 
home, paid or incurred by the taxpayer in con- 
nection with the performance by him of serv- 
ices as an employee; 

“*(3) Reimbursed expenses in connection with 
employment.—The deductions allowed by sec- 
tion 23 (other than expenses of travel, meals, 
and lodging while away from home) which con- 
sist of expenses paid or incurred by the tax- 
payer in connection with the performance by 
him of services as an employee, under a re- 
imbursement or other expense allowance ar- 
rangement with his employer; 

**(4) Deductions attributable to rents and roy- 
alties.—The deductions (other than those pro- 
vided in paragraph (1), (5), or (6)) allowed by 
section 23 which are attributable to property 
held for the production of rents or royalties; 

““(5) Certain deductions of life tenants and 
income beneficiaries of property.—The deduc- 
tions (other than those provided. in paragraph 
(1)) for depreciation and depletion, allowed by 
section 23 (1) and (m) to a life tenant of prop- 
erty or to an income beneficiary of property 
held in trust; and 

“*(6) Losses from sales or exchange of prop- 
erty.—The deductions (other than those pro- 
vided in paragraph (1)) allowed by section 23 
as losses from the sale or exchange of property.”’ 
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connection with employment while away 
from home, and any reimbursed expenses in 
connection with his employment. It will 
be seen, therefore, that in general adjusted 
gross income means gross income less business 
deductions.” * 


Accountants will readily recognize a lim- 
ited similarity to the net profit concept so 
glibly used by the public and, in its precise 
application, so little understood by the ac- 
counting profession.* Congress tried to reach 
the uniformity desired by accountancy: 


“Fundamentally, the deductions thus per- 
mitted to be made from gross income in 
arriving at adjusted gross income are those 
which are necessary to make as _ nearly 
equivalent as practicable the concept of ad- 
justed gross income, when that concept is 
applied to different types of taxpayers de- 
riving their income from varying sources. 
Such equivalence is necessary for equitable 
application of a mechanical tax table or a 
standard deduction which does not depend 
upon the source of income. For example, 
in the case of an individual merchant or 
store proprietor, gross income under the 
law is gross receipts less the cost of goods 
sold; it is necessary to reduce the amount 


























by the amount of business expenses before 
it becomes comparable, for the purposes of 
such a tax table or the standard deduction, 
to the salary or wages of an employee in 
the usual case.” ® 

Understanding of this officialese, clearer 
than most, can be helped by visual aids. 
Using assumed cases, Figure 1 epitomizes 
profit earners, Figure 2 employees, and 
Figure 3 capital gainers. All of these charts 
reach an identical result, and demonstrate 
that a vast range of total receipts, repre- 
senting a variety of combinations of return 
of capital and of income, can be neatly re- 
duced to a legalized common denominator. 
Thus, the technique will produce an approx- 
imately equal measure of the actual eco- 
nomic benefit ultimately available to tax- 


payers.” 


There is some reason to doubt whether 
Congress legitimately could have done other- 
wise than attempt to place taxpayers on a 
comparable footing in this respect; author- 
ity can be found denying the right to tax 
capital when the Sixteenth Amendment con- 
fers only the power to tax income.” Thus, 
for example, failure to allow a merchant a 
chance to recover his cost of goods sold 


FIGURE 1 


CONDENSED INCOME STATEMENT FOR AN ASSUMED YEAR’S OPERATION 


Code Section 22 (n) 
Gross receipts ve er 
Deduct: cost of goods sold.... 


Gross profit on sales 


Less operating expenses 


(including taxes on the business and prop- 


erty and depreciation) 


(not including depreciation or depreciation 


not allowable under Section 23) 


Adjusted gross income 


7 Report No. 885, Senate Finance Committee, 
78th Congress, 2d Session, pp. 3 and 24. 

8’ The literature of accounting is full of refer- 
ences to this problem. The concept of profit will 
depend, under otherwise identical circumstances, 
on whether the enterprise is an individual pro- 
prietorship, a partnership or a corporation. See 
Peloubet, ‘‘What Does the Apparent Profit of a 
Business Operation Mean?’’ 83 Journal of Ac- 
countancy 490. Even within a given business, 
by applying ‘‘generally accepted accounting 
principles’ it is possible for several qualified 
accountants to arrive at as many versions of 
income. See, e. g., May, ‘‘Postulates of Income 
Accounting,’’ 86 Journal of Accountancy 107; 
Broad, ‘‘The Impact of Rising Prices upon Ac- 
counting Procedures,’’ 86 Journal of Account- 
ancy 10: Tilly, “‘The Income Statement and 
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Payments 


Grocery Store Apariment House to Life Tenant 
Subsection (1) 


Subsection (4) Subsection (5) 


$100,000 $50,000 $35,000 
65,000 
$ 35,000 
25,000 40,000 

25,000 
Te 











Its Significance in Financial Reporting,’’ 23 
Accounting Review 296. 


® Report No. 885, Senate Finance Committee, 
78th Congress, 2d Session, p. 26. 


The desire to do justice as among classes 
of taxpayers may have produced methods which 
seem a bit more complicated than the unsophis- 
ticated might desire. The intention to produce 
equality appears in both the Senate and the 
House committee reports. By way of contrast, 
read this: ‘‘The presumpticn is that Congress 
intended a simple method, one that a plain man 
could understand. Algebraic formulae are not 
lightly to be imputed to legislators.’’ Hdwards 
v. Slocum [1 ustc { 72], 287 F. 651 (CCA-2, 1923). 


11 Hisner v. Macomber [1 ustc { 32], 252 U. S- 
189 (1920). 
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FIGURE 2 


CONDENSED SALARY SUMMARY FOR AN ASSUMED YEAR’S EMPLOYMENT 


Salesmen $10,000 Salary 
on Salary plus $10 per Diem 
Code Section 22 (n) Subsection (2) Subsection (3) 
EEE OF ee ae Se Ey ee a ee $12,000 $13,600 
Overnight lodging, meals (?) and travel cost—nothing 
Ee eo Seis! i AT ee A ee On Ee a A Be Mer 2,000 
Entertainment, travel and any other provable reasonable 
expense for the benefit of the employer................ 3,600 
Adsusted gross income........................ $10,000 $10,000 





* The nothing else(!) is so conclusive that even though a salesman pays commissions to his 
assistants, the expense is not deductible to determine adjusted gross income! (I. T. 3728, 1945 


CB 78.) 


FIGURE 3 
CONDENSED INCOME STATEMENT 


CAPITAL GAINS TRANSACTIONS DURING AN ASSUMED TAXABLE YEAR 
Code Section 22 (n) (6) 
Long-Term Transactions (Held More than Six Months) 


Real estate profits ($40,000 + 2).. 
Stock and bond losses ($12,000 + 2) 


Taxable profit from long-term transactions 


Short-Term Transactions (Held Less than Six Months) 


Losses from stock deals 
Gains from bond sales 


Net short-term losses 


Adjusted gross income from sale and exchange of property (if loss, limited 


to $1,000 annually) 


before computing his tax base is thought 
to be a tax on capital.” Further, some 
complaining taxpayer might be expected to 
contend that without this provision, he has 
been required to pay taxes which are dis- 
criminatory and violative of due process.” 


2 The Tax Court has upheld the right of a 
taxpayer to deduct the entire cost of goods sold 
from the proceeds of the sale, even if part of 
the deduction actually represents amounts paid 
in excess of OPA selling prices. Lela Sullenger 
{CCH Dec. 16,735], 11 TC —, No. 127 (1948). 
See also Krekstein and Ferst, ‘‘The Income Tax 
and Over-Ceiling Transactions,’”’ TAXES—The 
Tax Magazine, August, 1947, p. 700. Where the 
items are either for an illegitimate purpose 
(cf. Mertens, Law of Federal Income Taxation, 
Vol. 4, p. 513 et seq.; Harden Mortgage Loan 
Company [CCH Dec. 12,592-L], BTA memo. op. 
(1942), aff'd [43-2 utsc { 9552] 137 F. (2d) 282 
(CCA-10, 1943)) or for an illegitimate business 
(cf. Kjar v. U. 8S. [47-1 ustc J 9150], 69 F. Supp. 
406; cert. den. 332 U. S. 768), for public policy 
reasons the courts have been extremely rigorous 
before allowing deductibility. Cf. Textile Mills 
Securities Corporation v. Commissioner [41-2 
ustc § 9784], 314 U. S. 326; and, on the general 
subject, note, 22 St. Johns Law Review 157, and 
Geller and Rogers, ‘‘How the Federal Income 
Tax Applies to Illegal and Unlawful Gains,’’ 
TAxES—The Tax Magazine, March, 1949, p. 214. 


al, et Lge os $ 20,000 

“idhicssde Teak patnen gONt ae Cate oi 6,000 
bape tite tel MARS Te Se $ 14,000 

ee ee $10,500 

A ae it Site ei piey Behn. 6,300 

Aaah lalee at loa ee a 4,000 


ae $ 10,000 


Taxpayers who receive income from se- 
curities are seemingly not equally treated. 
In effect, state and local taxes on stocks 
and bonds reduce the “take” from the se- 
curities; and reasonably, Congress might 
have permitted an allowance before deter- 


143The Fourteenth Amendment requires that 
persons be accorded the equal protection of the 
laws by the states. Uniformity in taxation is 
a legal implication of this provision, and state 
taxing power is limited accordingly. 

Some of the provisions limiting the federal 
government have been construed as applying to 
the state governments by reason of importation 
into the due process clause of the Fourteenth 
Amendment. See, among many, Thomas v. Col- 
lins, 323 U. S. 516 (1945). One might expect 
that by parity of reasoning the due process 
clause of the Fifth Amendment, which applies 
to the national government, might have im- 
ported some of the limitations on the state 
governments. At least as to the necessity of 
uniformity in taxation, this possibility has been 
overruled. La Belle Iron Works v. U. 8S. [5 
ustc { 1369], 256 U. S. 377 (1921). The only 
uniformity as such required on taxes imposed 
by Congress is the geographical test set forth 
in Article 1, Section 8, of the Constitution. 
Even this is now severely limited by construc- 
tion. Steward Machine Company v. Davis, 301 
U. S. 548, and authorities collected. 
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mining adjusted gross income from this 
source. The legislators apparently did not 
think so. The precise wording of the stat- 
utes does not permit the deduction until 
the final step in computing net income. Such 
a rule may be a result of a common lack 
of concern for absentee owners as a class; 
or it may be that the state securities tax 
is treated as being in the nature of an in- 
come tax,“ which is treated similarly. What- 
ever the precise reasoning, the result is 
difficult to square with legal theory.” 


Increased Importance of Concept 


From the beginning, the new legal con- 
cept has received only a little published 
official attention, either administrative or 
judicial. There has been still less notice 
in the literature on the subject. Notwith- 
standing its lack of implementation, the 
principle has a stautory importance that de- 
mands a full recognition of its potential: 





4 A gross income tax levied as an excise upon 
the business is a trade expense and is properly 
deductible to compute adjusted gross income. 
I. T. 3829, 1946-2 CB 38 (Indiana gross income 
tax). But a net income tax levied upon the 
profits of a business does not represent an 
expense directly incurred in carrying on the 
business, and is not deductible to determine 
adjusted gross income. I. T. 3722, 1945 CB 78 
(Philadelphia income tax); I. T. 3753, 1945 CB 
82 (New York unincorporated business tax on 
net income). As to an original-thinking ac- 
countant’s view on the ranking of costs implicit 
in this reasoning, see footnote 25, infra. 


In many states the tax on securities is 
levied upon the security as property, but the 
amount of the tax is measured by the income 
produced. See, e. g., Ohio General Code, Sec- 
tion 5638; Harker v. Evatt, 140 Ohio St. 346, 
44 N. E. (2d) 355, 24 Ohio Opinions 261 (1942); 
Senior v. Braden, 295 U. S. 422 (1935): 35 
Columbia Law Review 115; 49 Harvard Law 
Review 159: 21 Iowa Law Review 147: 7 Rocky 
Mountain Law Review 287; 4 Fordham Law 
Review 526. 


A similar tax on tangible property used in 
a taxpayer’s business would be deductible to 
determine adjusted gross income. One might 
suppose that the state tax on stocks and bonds 
might receive similar treatment. Not so; under 
the express wording of Section 22 (n) no deduc- 
tion is allowed except in those very rare cases 
in which the ownership of securities is con- 
sidered a business. In contrast, most situations 
justify the treatment of even one isolated piece 
of rental real estate as a business. Berguido, 
‘‘Rental Property as Business Property,’’ TAXES 
—The Tax Magazine, February, 1947, p. 112; 
Engel, ‘‘Is Ownership and Operation of Real 
Estate a ‘Trade or Business’?’’ Proceedings of 
the New York University Seventh Annual In- 
stitute on Federal Taxation (Matthew Bender & 
Company, 1949), p. 331. But cf. Roehner, ‘‘Tax 
Court in Error in Holding All Rental Property 
is ‘Used in Trade or Business’,’’ 83 Journal of 
Accountancy 477. 
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(1) It controls the right to use the short- 
form return and the optional tax table 
(Supplement T). A taxpayer whose ad- 
justed gross income is in excess of $5,000 
must use the traditional Form 1040. (Code 
Section 400.) 


(2) The deductibility of contributions to 
charity by an individual is limited to fifteen 
per cent of his adjusted gross income. (Code 
Section 23 (0).) 


(3) The amount of, but not the right to, 
the standard deduction is limited to the 
lesser of ten per cent of adjusted gross in- 
come, or not more than $500 for an indi- 
vidual return and not more than $1,000 for a 
joint return. (Code Section 23 (aa) (1) (A).) 

(4) The amount of the medical expense 
deduction is dependent upon the amount of 
adjusted gross income. Apparently feeling 
that a man of large income should not be 
accorded the same treatment as his less 
fortunate brother, the lawmakers restricted 
the medical deduction to a limited excess 
over five per cent of the adjusted gross 
income. (Code Section 23 (x).) 

Until the advent of the optional stand- 
ard deduction, it would have been imma- 
terial to question whether an item was de- 
ductible to arrive at adjusted gross income 
(which was then unknown), or later in the 
process to compute taxable net income. 
Even now, in many cases where the tax- 
payer has no sickness expenses and is not 
overly generous with charitable contribu- 
tions,” if his other provable deductions ex- 
ceed the optional standard deduction, it is 
largely immaterial at which point the com- 
putation is made. 

In contrast to instances in which ad- 
justed gross income has no great signifi- 
cance, it should be important in a sizable 
percentage of cases. By reducing it to its 
lowest proper amount, and then by using 
the optional standard deduction, the tax- 
payer may have the advantage of combined 
deductions larger than his itemized deduc- 





16 The increase of the joint optional standard 
deduction will tend to discourage individual 
donations to charity. The larger amount now 
allowable as the standard deduction operates to 
replace specific deductions, including charitable 
contributions; in turn, individuals so minded 
can cut giving to the bone and still gain the 
tax benefit. Cf. Hulse, ‘“‘How the Standard 
Deduction Affects Contributions,’’ TAxEs—The 
Tax Magazine, September, 1948, p. 784; and 
Lasser, How Tax Laws Make Giving to Charity 
Easy (Funk & Wagnalls, 1948). But this will 
not affect corporate giving. (Cf. Landman, ‘“‘The 
Low Cost of Charity,’’ TAxEs—The Tax Maga- 
zine, February, 1948, p. 151, which involves 
entirely different problems.) Cf. Lasser, ‘‘Cor- 
porate Charitable Payments,’’ 4 Tax Law Review 
124, 127. 
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tions of all types would justify. This is 
especially true since the Revenue Act of 
1948 has doubled the joint optional standard 
deduction to $1,000.% Such was the result 
Congress permitted in order to allow an 
expeditious substitute for the old practice 
of requiring itemization and proof, which 
was administratively cumbersome.* Fur- 
thermore, in a close case, where proof of 
deductibility of a specific item might be 
difficult to accomplish, the use of the standard 
deduction would relieve the taxpayer of the an- 
noyance of justifying the itemized deductions. 


As against these attractions must be con- 
sidered the rule that when the due date of 
the return has passed,” the choice of the 
standard deduction, once made, is irrevoca- 
ble for that taxable year.” Should a tax- 
payer improperly use an item to determine 
adjusted gross income, and then follow by 
using the optional standard deduction, upon 
review by the Treasury, he will lose the 
entire benefit of the deduction erroneously 
claimed. This trap has already caused some 
reddened faces.” 


Figure 4 is an adaptation of the account- 


ants’ traditional income statement to illus- 
trate the significance of these concepts. 


Employer Help for Key Men 


If an employee occasionally has expenses 


arising from his employment which are not 

17 Code Section 23 (aa) (1). 

1H. R. Report No. 1365, 78th Congress, 2d 
Session, p. 24: Report No. 885, Senate Finance 
Committee, 78th Congress, 2d Session, p. 26. 

1% Code Section 23 (aa) (3) (D). 

2 Even though a return has been filed, the 
election may be rescinded at any time prior to 
the due date of the return. I. T. 3775, 1946 
CB 76. 

21 Tmagine the blushes and the flushes after 
the taxpayers had aired their mistakes in Montell 
Davis [CCH Dec. 16,615], 11 TC —, No. 65 
(1948), and in Charles E, Cashman [CCH Dec. 
16,094], 9 TC 990 (1947). 

*2 Probably the switch in terminology should 
reflect a legitimate purpose. Gregory v. Helver- 
ing [35-1 ustc { 9043], 293 U. S. 465 (1935). See 
the long list of articles interpreting the Gregory 
case collected by Boehm, ‘‘Taxing Refunded 
Municipals,’"’ TAxeEs—The Tax Magazine, Sep- 
tember, 1948, p. 787, at footnotes 18-20 on p. 789. 
A salary reshuffle between a closed corporation 
and its stockholder-officers may give rise to 
worries under Section 45. Cf. Holzman, ‘‘Arm’s- 
Length Transactions and Section 45,’’ TAxEs— 
The Tax Magazine, May, 1947, p. 389: Swartz, 
‘“‘Transactions Between Related Corporations,’’ 
TAxEs—The Tax Magazine, October, 1948, p. 
941; Cooper, ‘‘Section 45," 4 Tax Law Review 
131. But where there is no such controlling 
interest, it is difficult to foresee a successful 
attack on this device since the tax benefit ac- 
crues to the employee, although the avoidance 
scheme is arranged by the employer. Conced- 
edly, a mere change in the accounting captions 
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specifically reimbursed by the “swindle- 
sheet” method, the employer can be of some 
help by changing the labels on the pay 
check.” Under Section 22 (n) (3), if the com- 
pany provides that its employees are to be paid 
a set sum as a per diem allowance in addi- 
tion to their salaries (with a corresponding 
reduction in the salaries if desired), the 
allowance will be added to an employee’s 
salary to determine his total gross income. 
The employee may deduct from this figure, 
however, in order to determine adjusted 
gross income, his expenses for entertain- 
ment, travel, meals and lodging, which 
would not be deductible under the narrower 
and much stricter limitations of subsec- 
tion (2).* 

Thus, if a valued employee is accustomed 
to receiving a gross salary check of $950 
monthly, and to paying expenses of about 
$50 from his own pocket, this advantageous 
method would be worked out according to 
some such scheme as this: 


Salary for one month. 


Deductions (social security, withhold- 
taxes, local taxes, hospitalization, 


Net salary due 
Add: expense allowance 


Monthly check 


approaches a return to ‘‘the tyranny of labels’’ 
deprecated by Mr. Justice Cardozo. Snyder v. 
Massachusetts, 291 U. S. 97 (1934). But the 
very existence of subsections 2 and 3 of Section 
22(n) (supra, footnote 6) should a fortiori guar- 
antee the right to come within their provisions. 
Cf. Mr. Justice Holmes in Bullen v. Wisconsin, 
240 U. S. 625 (1916). The sanctimonious cant of 
those who disdain a ‘‘lawyer’s trick’’ should be 
drowned out by the heady polyphony of others 
who realistically demand a recognition of the 
forced-exaction nature of the tax-collecting func- 
tion. U. S. v. Isham, 84 U. S. 728 (1873); Jones 
v,. Helvering [1934 CCH { 9256], 71 F. (2d) 214 
(CA of DC, 1934); Morton v. Commissioner 
[40-1 ustc § 9178], 109 F. (2d) 47 (CCA-7, 1940). 
Contrast the Supreme Court’s new look at the 
subject as typified in Helvering v. Horst [49-2 
ustc § 9787], 311 U. S. 112 (1940); Commissioner 
v. Tower [46-1 ustc { 9189], 327 U. S. 280 (1945); 
and Commissioner v. Sunnen [48-1 ustc { 9239], 
333 U. S. 591 (1948). The partial financial nar- 
cosis attainable from successful use should 
create the appetite for further medication. 

*3 The toe-the-line attitude of the Treasury as 
to traveling expenses and their kin is the sub- 
ject of a light-hearted lament by Hulse, ‘‘You 
Gotta Stay Out All Night,’’ TAXES—The Tax 
Magazine, April, 1947, p. 335. See also Dendy, 
‘“‘New Cases on What You Can Deduct from 
Salary Income,’’ Proceedings of the New York 
University Seventh Annual Institute on Federal 
Taxation (Matthew Bender & Company, 1949), 
p. 1002. 
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Section I—Business Transactions * 
(Subsection (2)) 
Net sales 


Operating Expenses 


FIGURE 4 


COMPUTATION OF TAXABLE Net INCOME—INDIVIDUAL MERCHANT—CALENDAR YEAR 1948 


Cont Gf @eGde GON ....c oka Jaccesane OM 


er CNR T INS 28 5 ts os, cere tee dys: Than teen ee tees «eae ayer eeueorae a ee $ 35,000 * 


$100,000 ” 


Salaries, taxes on the business,® depreciation and all “ordinary and necessary” 


expenses * 


Adjusted gross income 
Section II—Personal Transactions 


$ 10,000 


Personal deductions (= nonbusiness deductions) 
Actual contributions (maximum would be 15% of $10,000)......... $150 


Medical expenses ... 


Offset: 5% of SIGOOO .......5.... 


Total itemized expenses 


Or alternative: 


« Cf. footnote 25, infra. 

bA tax on this figure would be a sales tax, 
or perhaps a gross receipts exaction, and could 
not fairly be levied under the Sixteenth Amend- 
ment, which taxes income. The authority must 
be found in other constitutional grants of power 
to tax. Cf. Steward Machine Company v. Davis, 
infra, footnote 13. 

¢ This amount is probably a return of the 
merchant’s capital, and would seem to be de- 
ductible as a matter of right since Congress 
has the power to tax income only. Cf. Doyle 
v. Mitchell Brothers Company [1 vstc { 17], 
247 U. S. 179 (1918) ; Hisner v. Macomber, infra, 
footnote 11. See also footnote 12, infra. 

4 This item may be taxable by Congress un- 
der the income tax amendment. See New Co- 
lonial Ice Company v. Helvering [4 ustc { 1292], 
292 U. S. 435 (1934), which contends that all 
deductions are a matter of legislative grace. 
Query whether the Supreme Court intended to 
say instead that all deductions except capital 
items can be denied to the taxpayer. Further, 





This would permit the employee to reduce 
his adjusted gross income by an amount up 
to $600 annually, depending upon the amount 
of expenses actually incurred and provable.* 


This method is especially adaptable to 
the controlled corporation. Businessmen 





2t Under this scheme the tax return, without 
more, would show salary of $10,800, per diem 
allowance of $600 and total gross income of 
$11,400; adjusted gross income, with provable 
expenses of $600 ($50 monthly), would be 
$10,800. Without this device, the adjusted gross 
income would be $11,400. 


Adjusted Gross Income 


Recognized deductible medical expense 
Property taxes, state income taxes ° and all other nonbusiness deductions. ...... 300 


Optional standard deduction (10% of adjusted gross income, maximum $1,000) 


Taxable net income (before exemptions) 









1,000 * 









$ 9,000 


it may be well that depreciation and depletion 
are in essence a return of capital. See Krek- 
stein, ‘‘Deductibility of Over-Ceiling Payments,”’ 
Proceedings of the New York University Sixth 
Annual Institute on Federal Taxation (Mat- 
thew Bender & Company, 1948), p. 703; Hel- 
vering v. Independent Life Insurance Company 
[4 ustc J 1290], 292 U. S. 371 (1934). 

e Notice that taxes must be apportioned to 
business and to personal expenses in compu- 
ting adjusted gross income and taxable net 
income. 

‘The accounting concept of allocation is im- 
plicit in this deduction. The courts have paid 
it explicit attention (U. S. v. Anderson [1 ustc 
| 155], 269 U. S. 422 (1926)) although its appli- 
cation has occasionally been inconsistent. See 
note, “‘Treatment of Deferred Credits and Re- 
serves,’’ 61 Harvard Law Review 1010. Notice 
that Section 22(n) imports the entire law on 
deductibility of business expenses now found 
in Section 23 into the definition of adjusted 
gross income. See footnote 6, infra. 





are constantly called on (a la Johnny Myers, 
of Howard Hughes versus Senator Brew- 
ster investigation fame) to pick up the 
check. To pay the boss a salary only (if 
he is not also reimbursed via an expense 
check) deprives him of the chance to reduce 
his adjusted gross income. 


Cross-Fertilization 


The sophisticated tax expert will find 
here little that he has not learned full well 
through conscientious study or through 
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sad experience. The novice may conclude 
that Tweedledum is almost Tweedledee. 
A reflective moment may disturb the super- 
ficial enough to convince them that adjusted 
gross income as a concept is based on ele- 
mentary fairness, long recognized, at least 
in variation, by accountants. That the con- 
cept has been adapted to serve a new use 
in taxation is proof of the persuasion at- 
taching to the original reasoning which 
impelled the accountants to work out its 


2s Adjusted gross income seems to be a stat- 
utory adaptation of the net profit concept. See 
footnote 8, supra. Gross profit is akin, sepa- 
rated by most remaining costs of operation. 
See Figure 4 for an illustration of the two 
steps required to reach net profit, roughly equiv- 
alent to adjusted gross income. This is an ap- 
proximate illustration of old accounting prac- 
tices which treated expenses as in several 
categories: (1) cost of goods sold or manufac- 
tured; (2) other operating expenses; (3) non- 
operating expenses, such as interest charges; 
and (4) income tax exactions. Each step justi- 
fied the computation of a new but intermediate 
‘‘profit’’ figure. Cf. footnote 8, sunpra. 

As against this complicated but partially 
justifiable form, Michigan’s critical, gifted and 
vocal Professor Paton has thundered for years. 
He calls it the ‘‘fallacy of ranking costs’’ in 
a recent article. (‘“‘The Accountant and Private 
Enterprise,’’ 85 Journal of Accountancy 44, 50.) 
His standard text includes a pertinent, sense- 
making comment: ‘‘In the price-making process 
all necessary costs of operation are on essential- 
ly the same level. There is in general no war- 
rant for the view that certain types of costs 
have priority or right of way over other charges, 
or are more surely recoverable than other 
charges. In relation to the volume of revenues, 
all costs are essentially homogenous. .. . It is 








SUPREME COURT DICTUM ON ADVERTISING 


An unusual case to come before the Supreme Court is Railway 
Express Agency v. People of the State of New York. A police regulation 
prohibited, as a traffic hazard, the advertising signs which the Express 


Agency sells and places on the sides of its trucks. 


principles.” Finally, notwithstanding the tax- 
savings possibilities, the government should 
be money ahead by relieving its servants 
of the drudge of antiquated procedures. 
The presence of the concept of adjusted 
gross income in the tax system, then, should 
be a source of pride to the accounting high 
priests who fathered the meaning of the profit 
doctrines, and to the lawyers who found a 
method to adapt them to the ends of jus- 
tice. [The End] 


quite unreasonable to assume that merchandise 
costs in the trading field, or so-called produc- 
tion costs in manufacturing, has [sic] any pe- 
culiar virtue.’’ (Advanced Accounting (Macmil- 
lan & Company, 1941), p. 25.) Many published 
reports have adopted the single-step income 
statement, which in effect avoids the fallacy, 
although the driving motive seems to have been 
a desire, also recognized by Paton, to make the 
reports more comprehensible to the general pub- 
lic. Among an impressive number of large 
companies using the single-step income state- 
ment is Caterpillar Tractor, whose case is con- 
vincingly presented by Blackie, ‘Financial 
Statements for Corporate Annual Reports,’’ 83 
Journal of Accountancy 191. Much against the 
older view, all costs, including even the income 
tax (cf. Accounting Research Bulletin No. 23), 
are computed together and deducted from the 
gross receipts to arrive at profit for the year. 
See 83 Journal of Accountancy, p. 196. Examples 
could be multiplied. 

The fallacy is at least encouraged by firmly 
imbedded constitutional: theory, which sustains 
a tax on net income where it strikes down a 
similar tax on gross income. Among the many 
discussions, see Hellerstein, ‘‘State Franchise 
Taxation of Interstate Business,’’ 4 Tax Law 
Review 95, 105. See also footnotes 12 and 14, 
supra, 








The Court sided 


with the Police Commissioner of the City of New York. No more such 
signs may be carried on trucks. But in his concurring opinion, Justice 
Jackson made a remark which might be interesting to tax men, because 


there is very little law on advertising in relation to the tax laws: 


“Dp 


Sut it is not difficult to see that, in a day of extravagant advertising 
more or less subsidized by tax deduction, the rental of truck space 
could become a hazardous enterprise.” 
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RELIEF 


in the Income Tax Provisions 


By BENJAMIN B. LEVIN 








In delivering recently a series of 
lectures which covered the entire field 
of income tax law, I was amazed at 
how frequently I had cause to refer to 
a particular section of the Code as a 
relief section. While I was familiar 
with all these provisions, I had never 
stopped to think just how many they 
are and how beneficial they are to the 
taxpayer. It struck me that probably 
many practitioners fail fully to realize 
how many such relief sections do exist, 
and that a refresher on these should 
prove interesting and informative. 








‘ ECTION 107 of the Code grants relief to 

individuals who have received lump-sum 
payments for personal services rendered 
over a period of thirty-six months or more; 
to those who have received income from 
inventions or from literary, musical or 
artistic compositions on which they have 
worked for thirty-six months or more; 
and to those who have received wages for 
personal services attributable to a prior year. 


As to the first of these groups, Section 
107 (a) provides that if at least eighty per 
cent of the total compensation for personal 
services rendered over a period of at least 
thirty-six months is received or accrued in 
one year, by either an individual or a part- 
nership, the tax to be paid on such receipt 
cannot exceed what it would have been if 
the payment had been received ratably over 
the period during which the services were 
performed. The proration must be made 
on a monthly basis. It must cover only 
the period beginning with the date the 
services were started and ending with the 
date they were terminated, unless the pay- 


Attorney and CPA, Philadelphia 


ment was received before termination of 
the services, in which case the period ends 
with the date of receipt of payment. If 
an additional payment is received in a later 
year so as to cause the original payment to 
constitute less than eighty per cent of the 
total compensation, the taxpayer is not 
entitled to the benefits of this section for 
any part of the compensation. Where more 
than one payment is received in a taxable 
year, the proration of each must be com- 
puted separately. This would apply to a 
situation in which at least one of the pay- 
ments was received before completion of 
the services, so that the number of months 
involved would differ as to the two pay- 
ments. Where a taxpayer has claimed the 
benefits of Section 107 (a) as to certain 
compensation and later receives payment 
for other services rendered over a period of 
thirty-six months or more, and the services 
in the second case overlap those in the 
first, in making his recomputation on the 
later compensation he must include in each 
of the years to which he allocates such 
compensation the amount allotted to that year 
on account of the previous compensation. 


Partnerships Under Section 107 (a) 


Section 107 (a) applies not only to com- 
pensation for services personally rendered 
by the individual taxpayer, but also to his 
share of compensation received by a part- 
nership under similar circumstances even 
though the taxpayer had nothing to do 
with the rendering of the services (Regu- 
lations 111, Section 29.107-1.) This carries 
out the intent of Congress as set forth in 
the report by the Senate Finance Commit- 
tee on the 1942 Revenue Act. The question 
arises as to the treatment of a situation 


Mr. Levin delivered this lecture at a recent meeting of the Union League Tax Group 
in Philadelphia. It is reprinted through the courtesy of the Legal Intelligencer 
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where the taxpayer has been a partner for 
less than the required thirty-six months 
during which the services were rendered. 
The only case touching on this question 
was decided under Section 107 as it read 
prior to amendment by the Revenue Act of 
1942. In that case, Lindstrom v. Commis- 
sioner [45-1 ustc § 9277], 149 F. (2d) 344, 
the court held that an individual cannot 
include the time spent by his partner in 
rendering the services prior to the time the 
partnership was formed. 


The Bureau of Internal Revenue has 
recently issued an opinion by its Chief 
Counsel covering this very situation. It 
is held in G. C. M. 25795 [495 CCH 6015], 
in reliance on the Lindstrom decision, that 
partners may use only their own terms of 
membership in a partnership or predecessor 
firms in applying Section 107 (a). In other 
words, in order for a partner to qualify, he 
must have been a member of the partner- 
ship for at least thirty-six months during 
which the services in question were ren- 
dered. If he meets that condition, he may 
prorate his share of the compensation re- 
ceived over the total period of time he has 
been a partner while the services were 
being rendered. 


The rationale of the G. C. M. is that 
Congress intended partners to be treated as 
individuals, but because of the peculiar 
nature of a partnership the particular part- 
ner was not required actually to render the 
services; and that under such circumstances, 
this being a relief section which must be 
strictly construed, Congress must have in- 
tended that the partner must have been a 
member of the partnership at least for the 
necéssary time. Section 107 (b) benefits 
an individual who has spent at least thirty- 
six calendar months on an invention or on 
a literary, musical or artistic composition. 
If in the taxable year the gross income from 
such activity is not less than eighty per 
cent of the total income therefrom 
during the entire period up to and including 
the twelve months immediately succeeding 
the close of the taxable year, as to that 
part of the gross income which is not taxa- 
ble as a long-term capital gain, the same 
benefits are provided as in Section 107 (a), 
except that the period of proration cannot 
exceed thirty-six calendar months. 


gross 


Also with regard to this section it has 


been held, in I. T. 3773, 1945 CB 151, that 
any expenses directly attributable to the 
receipt of such income are to be prorated 


in the same manner as the income. 
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“Back Pay”’ 


Section 107 (d) provides that where 
“back pay” is received by an individual in 
an amount exceeding fifteen per cent of his 
gross income for the taxable year, the tax 
payable on the back pay cannot exceed the 
amount which would have been paid if the 
back pay had been received in the year or 
years when it was earned. The Internal 
Revenue Code defines “back pay” as “re- 
muneration, including wages, salary, retire- 
ment pay and other similar compensation 

which would have been paid prior to 
the taxable year except for the intervention 
of one of the following events.” It then 
lists, as the events, bankruptcy or receiver- 
ship of the employer; a dispute between 
the employer and employee which is settled 
after a court suit has been initiated; lack 
of funds on the part of a government 
agency, or “any other event determined to 
be similar in nature under regulations pre- 
scribed by the Commissioner”; retroactive 
wage increases; and payments as a result of 
an employer’s violation of any state or 
federal law relating to labor standards or 
practices. This section appears to cover 
almost every situation except where the 
receipt of the compensation is delayed in 
the ordinary course of events. 


Some parts of the section will hav- to 
be interpreted by the courts. The Com- 
missioner has issued regulations which de- 
fine “any other event determined to be 
similar in nature” as one in which the 
circumstances are unusual and of the type 
specifically described in the previous portion 
of the section of the Code. The only case 
bearing on this is Norbert J. Kenny [CCH 
Dec. 14,378], 4 TC 750 (acq.). In that 
case the taxpayer was an officer of a cor- 
poration which, in order to secure a loan 
from the RFC, had to agree to pay the 
taxpayer a maximum salary of $12,000 per 
year, approximately two thirds of which was 
to be paid to him annually, and the balance 
of which was to be deferred either until 
the loan was repaid or until the RFC 
consented to the payment. Three years 
later the loan was paid in full and the 
taxpayer received the balance of the salary 
due him. The court held that there existed 
here the type of unusual event which was 
within the purview of the law and the 
Regulations. 


In the Kenny case, there was also the 
issue of whether a percentage of the profits 
which the taxpayer was to receive consti- 
tuted “other compensation” within Section 
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107 (d). The court ruled that it could not 
be assumed that a share in the profits 
would qualify as such, and that insufficient 
evidence had been presented to prove that 
such share of the profits was intended to 
be compensation. In a later case, James N. 
Dean [CCH Dec. 16,353], 10 TC 672, a 
percentage of sales was held to qualify as 
“other compensation,” and the Kenny case 
was distinguished on the ground that it 
had been decided upon a lack of sufficient 
evidence by the taxpayer. 


In prorating income received in 1944 or 
later years under Section 107, the forgive- 
ness feature of the Current Tax Payment 
Act of 1943 may be applied in computing 
the tax applicable to such prorated amounts 
for the years 1942 and 1943. A Special Ruling, 
dated February 6, 1948, and signed by 
W. T. Sherwood, Acting Commissioner 
[485 CCH { 6076], reversed a prior ruling 
by the Commissioner contained in a letter 


dated January 11, 1945 [454 CCH { 6120]. 


Short-Period Returns 


Section 47, which applies to all taxpayers, 
provides that where a taxpayer changes his 
taxable year with the permission of the 
Commissioner, a return must be filed for 
the short period between the close of the 
previous year and the date designated as 
the close of the new taxable year. The 
net income shown on the return must be 
placed on an annual basis by dividing the 
actual net income for the short period by 
the number of months in that short period 
and multiplying by twelve. This has the 
effect of increasing the actual net income to 
an assumed net income for a twelve-month 
period based on the average actual net in- 
come for the short period. The purpose is 
to put the taxpayer in the position he 
would occupy if he were filing a return 
for a full twelve-month period. This in- 
crease causes the application of higher tax 
rates, just as if a full year were involved. 
After the tax is computed on such assumed 
income, it is reduced by the inverse pro- 
portion, so that the tax is only on the 
actual net income for the short period, 
but at the higher rates. In making such 
computation the credit for dividends re- 
ceived in the case of corporations and the 
credit for partially taxable interest are also 
annualized in the same manner. 


In view of the fact that in some cases 
the bulk of the annual income might have 
been earned in the short period, and that 
by applying the average of such high in- 
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come the result would be unfair to the 
taxpayer, relief is provided in Section 47 
(c) (2). This relief is based on the actual 
history and experience of a taxpayer for a 
full twelve-month period. The taxpayer is 
permitted to establish the amount of his 
net income for the twelve months beginning 
with the first day of the short period under 
the law applicable to such year, to compute 
the tax on such net income, and then to 
reduce it by the proportion that the actual 
net income for the short period is to the 
actual net income for the twelve-month 
period. If such tax is less than the amount 
computed on the annual basis, the lesser 
tax is to be paid. If the taxpayer was not 
in existence at the end of the twelve-month 
period, or if the taxpayer is a corporation 
which disposed of substantially all of its 
assets before the end of the twelve-month 
period, the twelve months preceding the 
last day of the short period may be used. 
The tax is computed in the same manner 
as under the previous provision. In either 
case, the tax so determined cannot be less 
than the tax would be on the actual net income 
in the short period without annualization. 


If the first method is used, the return 
for the period must be filed without apply- 
ing the relief section. The application is 
made in a claim for refund, which must 
be filed on Form 843 not later than the 
time prescribed for filing the return for 
the first taxable year ending with or after the 
twelfth month after the beginning of the 
short period. For example, if the short 
period ran from January 1, 1948, to Septem- 
ber 30, 1948, the twelfth month from the 
beginning of this period is December. The 
first return to be filed subsequent to that 
date would be the one for September 30, 
1949, which would be due on December 15, 
1949. Consequently, a claim for the short 
period ending September 30, 1948, must be 
filed by December 15, 1949. If the second 
method of securing relief must be used, it 
may be applied in the tax return which is 
being filed. 


Aycock and Art-Craft Cases 


Two recent cases, although not dealing 
directly with this section, would, in my 
opinion, apply thereto. The are Aycock et 
al. [CCH Dec. 16,648], 11 TC —, No. 87, 
and Art-Craft Briar Pipe Company, Inc. 
[CCH Dec. 16,678(M)], 7 TCM 806. These 
cases concerned the application of Section 
711(a) (3) (B), a section which, for all 
intents and purposes, is the same as Section 
47 in its mechanics and theory, but which 
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applies to excess profits tax rather than to 
income tax. In the Aycock case a corpora- 
tion was in existence only from April 15, 
1942, to August 20, 1942. It filed first and 
final return on which the excess profits 
net income had to be annualized in accord- 
ance with Section 711 (a) (3) (A). The 
taxpayer claimed the benefits of 711 (a) (3) 
(B) in filing the return. The court held 
that the corporation was not entitled to 
use this relief section because there was no 
complete twelve-month period which could 
be used for applying such relief. It would 
be contrary to the letter and spirit of the 
law and contrary to the intent of Congress, 
the court reasoned, to allow this corpo- 
ration to use this section; the only purpose 
of the provision, said the court, is to pro- 
vide relief based on a taxpayer’s actual 
history and experience for a full year. The 
court’s comparison of Section 711 and Sec- 
tion 47 would indicate that it considered 
the same reasoning to apply to both. This 
case was reviewed by the entire court, with 
one dissent by Judge Johnson, who argued 
that if Congress had intended the provision 
for a twelve-month period to mean that 
the corporation had to be operating or in 
existence or to have income during the 
entire twelve months, Congress would have 
said so. In my opinion, the decision is 
correct. A reading of the section itself 
indicates the intention that the business be 
in existence for the entire twelve-month 
period; the section provides that where 
the business does not continue in existence 
for twelve months from the beginning of 
the short period, the taxpayer is to use the 
twelve months preceding the end of the 
short period. This definitely implies that it 
is necessary for the business to be in exist- 
ence for a full twelve months. 


In Art-Craft Briar Pipe Company, Inc., 
the court merely followed its decision in 
the Aycock case. 


Net Operating Loss Deduction 


Congress has recognized that it is mani- 
festly unfair for a taxpayer to be com- 
pelled to pay a tax in a year in which he 
has business profits while when he has a 
loss he cannot secure any offset of this 
loss against such profits. It has provided, 
therefore, a five-year span within which 
losses can be offset against profits of other 
years, the offset reducing the over-all tax 
to be paid. A business loss suffered by a 
taxpayer, to the extent of his actual eco- 
nomic loss, is allowed to be carried back 





and applied against profits for the two 
preceding years and to be carried forward 
and applied against profits for the two 
succeeding years. Such a net operating 
loss deduction is allowable only to the 
taxpayer who suffered the loss and not to 
a successor or predecessor which was a 
different entity. This is so even though in 
the case of a corporation the two companies 
might have had the same shareholders. 


Although a corporation is in the process 
of liquidation and dissolution, it can benefit 
from this provision by carrying back a loss 
incurred in the year of its dissolution. 
(Acampo Winery & Distilleries, Inc. [CCH 
Dec. 15,345], 7 TC 629.) 


To determine the actual economic loss 
allowable as a deduction, certain adjust- 
ments are required. One of these is provided 
for in Section 122 (d) (5): 


“Deductions otherwise allowed by law 
not attributable to the operation of a trade 
or business regularly carried on by the 
taxpayer shall (in the case of a taxpayer 
other than a corporation) be allowed oniy 
to the extent of the amount of the gross 
income not derived from such trade or 
business.” 


The question arises as to what constitutes 
a deduction attributable to the operation 
of a regularly carried-on trade or business. 


Commissioner's View 


The Commissioner has held that a loss 
on the sale of real estate used in the 
business of managing and operating income- 
producing real estate is not so attributable 
because the taxpayer is not a regular trader 
or dealer in real estate. The property being 
held primarily for use in business rather 
than for sale in business, it is considered by 
the Commissioner not to qualify. (I. T. 
3711, 1945 CB 162.) 


The courts have consistently followed 
the Commissioner’s view. In Joseph L. 
Merrill [CCH Dec. 15,997], 9 TC 291 (1947), 
the Tax Court held that the loss on the 
sale of a partnership interest could not be 
used as part of a net operating loss because 
the taxpayer was not in the business of 
buying and selling partnership interests. 
In Foreman v. Harrison [48-1 ustc § 9309], 
decided by the District Court for the 
Northern District of Illinois (1948), the 
same principle was applied to the loss 
suffered by a manufacturer on the sale of 
the building which he had used as his 
factory. In Joseph Sic [CCH Dec. 16,435], 
10 TC 1096 (1948), this principle was applied 
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to the loss on a sale of farmland by a 
farmer. In Milton H. Pettit et al. [CCH 
Dec. 16,448(M)], 7 TCM 357 (1948), it was 
applied to a loss on a sale of real estate 
used in the growing and marketing of 
citrus fruits. 


The latest decision, and the only decision 
of a United States Court of Appeals on 
this point, is that of Lazier v. U. S. [48-2 
ustc § 9402], 170 F. (2d) 521, aff’g [48-1 
ustc 79252] 77 F. Supp. 241, decided by 
the Eighth Circuit on November 10, 1948. 
Here the question was whether a loss on 
the sale of land by a farmer, which land 
he had farmed, could be included as part of 
any net operating loss. The court affirmed 
the District Court of North Dakota in 
disallowing the loss as part of the net 
operating loss even though it was allowable 
as a deduction for the year in which it 
was incurred. The court reviewed all of 
the prior decisions by the Tax Court and 
District Court, and concluded that the 
Commissioner was justified in his inter- 
pretation in view of the language used by 
Congress, the apparent purpose of the stat- 
ute and the qualification of the term “net 


operating loss” by the various limitations, 


including Section 122 (d) (5). The tax- 
payer argued that since such a loss is 
concededly an allowable deduction for the 
year of the loss, it complies with the pro- 
vision in the Code which defines “net oper- 
ating loss” as “the excess of the 
deductions allowed by this chapter over 
the gross income with the exceptions, addi- 
tions and limitations provided in subsec- 
tion (d),” and that therefore 122 (d) (5) 
does not apply. The court, obviously im- 
pressed with this argument, stated that the 
Commissioner and other courts may have 
misconstrued the intent of Congress, and 
that the Congressional language could have 
been simpler; however, it was not suffi- 
ciently convinced that the statute had been 
misconstrued to permit overruling the other 
courts and the Commissioner. The court 
even went so far as to suggest that the 
taxpayer file a petition for certiorari with 
the Supreme Court. 


A study of this decision leaves one with 
the feeling that the court was definitely 
uncertain of the correctness of its decision, 
but that because ‘the grounds were insuff- 
cient to cause it to reverse prior decisions, 
it passed the buck to the Supreme Court. 


Extensions of Time 


Sections 3779 and 3780 of the Internal 
Revenue Code are extremely beneficial to 
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taxpayers who expect to and do suffer 
operating losses. Section 3779 permits a 
corporation which anticipates a net oper- 
ating loss to defer payment of unpaid in- 
stallments of the tax for the previous year. 
Section 3780 permits any taxpayer who 
suffers a net operating loss to recover with- 
in a short period of time the taxes he 
paid for years to which the net operating 
loss can be carried back. The taxpayer 
thereby can secure immediate use of the 
money, without the long waiting period 
under the regular procedure of filing a claim 
for refund and waiting for an examination 
and determination by the Commissioner. 


Under Section 3779, if a corporation is 
reasonably certain that it will suffer a net 
operating loss during the current taxable 
year, it may file an application to secure a 
deferment of any unpaid installments on 
the tax due for the previous year which 
have not yet become payable. The amount 
of the tax payment deferred is limited to 
the amount by which the anticipated net 
operating loss will reduce the taxes for 
preceding years as a result of a deduction 
thereof for those years. For example, if 
for 1948 it is estimated that there will be 
a net operating loss which, when carried 
back to 1946 as a deduction, will eliminate 
$25,000 in taxes paid for 1946, any install- 
ments of the 1947 tax not paid and not 
yet due can be deferred to the extent of 
$25,000. Any amount over that must be paid. 


An estimated net operating loss for the 
current year may result in a reduction of 
tax for the second preceding year only 
(1946 in the example just given); or if as 
a result of this net operating loss deduction 
for 1946 there is an unused excess profits 
credit in 1946, this credit can be carried 
back to 1944 and, to the extent not used in 
1944, to 1945. The total reduction in taxes 
as a result of the carry-backs can be used 
to defer the payment of the 1947 tax. 

A delinquent installment which has be- 
come due before the application is filed 
cannot be deferred. Where a deficiency in 
tax has been assessed by the Commissioner, 
there is no delinquency until after the 
tenth day following notice and demand 
for payment. 

When an application is filed, the exten- 
sion of time for payment is automatic and 
there is no need to wait for word from 
the Commissioner or the collector. The 
extension terminates on the last day of the 
month in which the return is due for 
the year of the loss. Thus, if the loss was 
incurred in 1948, the extension of time 
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would terminate on March 31, 1949. An 
exception to this rule occurs where an 
application for a tentative carry-back ad- 
justment has been filed before such date. 
In this case the deferment does not termi- 
nate as to the amount claimed in the appli- 
cation until the Commissioner gives notice 
of the allowance or disallowance, in whole 
or in part, of the tentative carry-back 
adjustment. If the Commissioner determines 
that the application for deferment is in- 
correct or unreasonable, he may disallow 
it. Such action by him is conclusive; there 
is no appeal therefrom. 


Interest on Deferred Tax 


Contrary to what might be expected, 
interest must be paid on the amount of tax 
deferred. The rate is three per cent on the 
amount satisfied as a result of a tentative 
carry-back adjustment, and it accrues up 
to the date an application for such adjust- 
ment is filed. On the balance of the 
deferred tax the rate of interest is six per 
cent, and it accrues up to the date of pay- 
ment. Thus, if no application was filed 
for a tentative carry-back adjustment, six 
per cent interest would have to be paid on 
the entire deferred amount. All of the 
interest begins to accrue on the date that 
each installment of the deferred amount 
would be payable if it were to be paid in 
four installments. For example, if any 
part of the 1947 tax was deferred, all inter- 
est would begin to accrue on one fourth 
of the tax on March 15, 1948; on the 
second fourth on June 15, 1948; on the 
third fourth on September 15, 1948; and 
on the last fourth on December 15, 1948. 


Congress recognized the possibility that 
some corporations might take unreasonable 
advantage of this provision. To prevent 
this, a penalty of five per cent is imposed 
on any amount deferred beyond the year 
in which the payment is due in excess of 
125 per cent of.the amount to be refunded as 
shown in the application for a tentative 
carry-back adjustment. 


Tentative Carry-back Adjustment 


Section 3780 permits any taxpayer— 
whether a corporation, individual, estate 
or trust—which has actually suffered a net 
operating loss for a taxable year to file an 
application for a tentative carry-back ad- 
justment, and thereby to secure quickly a 
refund of taxes resulting from the deduc- 
tion of the carry-back. This must be filed 
on or after the date that the tax return 











for the year of the loss is filed, but not 
later than twelve months from the end 
of the year of such loss. 


The Commissioner is given ninety days 
from the date the application is filed or 
from the last day of the month in which 
a return for the year of the loss is due 
(including extensions of time for filing), 
whichever is later, in which to make a 
limited examination of the application for 
errors in computation. If he finds that 
such errors cannot be corrected within 
such ninety days, or if he finds material 
omissions, he may disallow the application. 
If this occurs, the taxpayer has no rights 
of appeal since the application is not a 
claim for refund. His only remedy is to file a 
regular claim for refund in the usual manner. 


Within that ninety-day period a refund 
of the net amount of tax reduction result- 
ing from the carry-back must be made to 
the taxpayer. In the case of a corporation 
which applied Section 3779, the amount so 
deferred is first satisfied and the balance, if 
any, is refunded. Where at a later date 
the Commissioner finds he has erred in 
handling all or part of the tentative carry- 
back adjustment, he may assess the excess 
amount of the refund as a deficiency just 
as if it were due to a mathematical error 
on the face of the return, as provided in 
Section 272(f). If he elects to the this, 
all restrictions on assessment and collection 
are eliminated, and the taxpayer’s only 
remedy is to file a regular claim for refund. 


Nontaxable Exchanges 


Section 112 (b) gives taxpayers an op- 
portunity to realize gains without report- 
ing them in gross income. This section 
provides that where exchanges of property 
solely for like property are made, under 
certain conditions, no gain or loss is to be 
recognized. There is thus provided a medium 
for the tax-free disposition and acquisition 
of property. If a loss is anticipated, of 
course, the provisions of the section can 
be avoided so that the loss will be rec- 
ognized. This section contains a number 
of separate provisions, each of which 
describes a particular type of exchange 
qualifying for these benefits. It is not 
my intention to touch on any of those 
which pertain to reorganizations. 


If such property held for productive use 
in a trade or business or for investment 
is exchanged solely for property of like kind 
to be held for the same purpose, no gain 
or loss will be recognized. The term 


364 April, 1949 -e TAX ES—The Tax Magazine 





ae ae 


a —- ix hates 


ian 












“property” in this instance does not include 
stock in trade or other property held prim- 
arily for sale, stocks, bonds, notes, choses 
in action, certificates of trust for beneficial 
interests or other securities or evidences of 
indebtedness or interest. The property re- 
ceived must also be held for productive use 
in a business or for investment. (Regals 
Realty Company v. Commissioner [42-1 ustc 
{ 9468], 127 F. (2d) 931.) Thus, a personal 
residence would not qualify, and a gain on 
the exchange of one personal residence for 
another would be subject to tax. 


A further requirement is that the prop- 
erty received be of like kind to that trans- 
ferred. From time to time the courts have 
had to decide what is meant by “like kind.” 
The term applies to such exchanges as 
improved real estate (land and building) 
for unimproved real estate (land), city real 
estate for a ranch or for a farm, and a 
truck for a truck. The property received 
need not be of the same grade or quality 
as that transferred, as long as it is similar 
in nature and use. 


The exchange of common stock solely 


for common stock in the same corporation, - 


or of preferred stock solely for preferred 
stock in the same corporation, results in 
no recognizable gain or loss. The exchange 
must be of property for like property, and 
the Code provisions are specific. Thus, an 
exchange of common stock for preferred 
stock or of common stock in a corporation 
for common stock in another corporation 
would not qualify. 


Transfer to Controlled Corporation 


Where property is transferred to a cor- 
poration by one or more persons solely 
in exchange for stock or securities in that 
corporation, and immediately thereafter the 
transferors are in control of the corpora- 
tion, no gain or loss will be recognized. 
The term “persons” includes individuals, 
corporations, estates, trusts and partner- 
ships. The term “property” includes cash, 
so that if one person transfers real estate 
and another cash in exchange for stock or 
securities in a corporation, and all the other 
requirements are met, no gain will be rec- 


ognized. By “control” is meant the owner- 
ship of at least eighty per cent of 
the outstanding voting stock and eighty 


per cent of all other classes of 
outstanding. 


stock 


The law further provides that where two 
or more persons are transferors, the stock 
or securities received in exchange by each 
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must be in substantially the same propor- 
tion as his interest in the property prior 
to the exchange. In determining whether 
this condition has been met, it has been 
held that a comparison must be made be- 
tween the fair market value of the property 
transferred and the fair market value of 
the stock and securities received in exchange 
therefor. The basis of the transferred 
property in the hands of the taxpayer does 
not enter into the determination at all. 
This described comparison, known as the 
“relative value test,” has been approved 
by the courts, including the Third Circuit. 
(Bodell v. Commissioner [46-1 ustc § 9211], 
154 F. (2d) 407 (CCA-1); Budd In- 
ternational Corporation v. Commissioner 


[43-2 ustc § 9632], 143 F. (2d) 784 (CCA-3); 


Commissioner v. Lincoln-Boyle Ice Com- 
pany [37-2 ustc 9563], 93 F. (2d) 26 
(CCA-7).) The courts have made a com- 


parison, based on this test, of the percent- 
age of gain or loss to each individual as 
a result of the exchange. The spread be- 
tween the highest and the lowest of the 
percentages is the figure used to determine 
whether substantially the same proportionate 
interest has been received. In Mather & 
Company [CCH Dec. 15,529], 7 TC 1440, 
a spread of 3.28 per cent was held to be 
substantially in proportion. In Bodell v. 
Commissioner, supra, a spread of 11.04 per 
cent was held not to be substantially in 
proportion. Where to draw the line is most 
difficult to determine. The safest method, 
of course, is to keep the percentage of 
spread within the amount which has already 
been approved by a court decision. 


Finally, in applying this section, con- 
sideration must be given to any liability 
of the transferor which is assumed by the 
transferee or to a liability to which the 
property transferred is subject. Where 
such liabilities exist, the amount thereof 
is considered as stock or securities received 
by the transferor. In effect, only the net 
equity in the property transferred is con- 
sidered to be the value of such property. 


In the three types of exchanges discussed, 
if cash or other property is also received 
in the exchange, gain will be recognized 
in an amount not in excess of such cash and the 
fair market value of the other property. 


Involuntary Conversions 


It is provided in Section 112 (f) that 
where a gain results from the involuntary 
conversion of property to similar property, 
such gain is not recognized except to the 
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extent that any proceeds from the con- 
version are not expended in acquiring the 
similar property. 


A conversion is involuntary only when it 
stems from the destruction of the property 
in whole or in part, from theft, from seizure 
or from the exercise or threat of exercise 
of the right of eminent domain. If the 
property received in the conversion is cash, 
such cash must be forthwith expended in 
the acquisition of property similar or re- 
lated in service or use to that converted, 
or in the acquisition of the control of 
a corporation owning such property, or in 
the establishment of a replacement fund 
with the permission of the Commissioner. 


The provision that the property acquired 
must be similar or related in service or use 
is strictly construed by the Commissioner, 
as is evidenced by Regulations 111, Section 
29.112 (f)-1, wherein it is stated that the 
investment of the proceeds of unimproved 
real estate in improved real estate does not 
qualify. This is decidedly different from 
the interpretation of the term “property of 
a like kind” as it applies to Section 
112 (b) (1), relating to the exchange of 
property held for productive use or invest- 
ment. In that case an exchange of unim- 
proved real estate for improved real estate 
does come within the provisions of the law. 
(Regulations 111, Section 29.112 (b)-1.) 
The fact that the required type of property 
is not available is immaterial. (Fullilove v. 
U. S. [4 ustc J 1316], 71 F. (2d) 852; cert. 
den. 293 U. S. 586.) The use of a replace- 
ment fund is allowed in such a situation, 
and the taxpayer’s neglect to secure per- 
mission to create such a fund prevents 
him ‘from benefiting by this section of the law. 


The cash proceeds from the conversion 
must be traced directly to the ac- 
quired property. (Regulations 111, Sec- 
tion 29.112 (f)-1.) This requirement was 
upheld by the First Circuit in Kennebec 
Box & Lumber Company, Inc. v. Commis- 
sioner [48-1 ustc $9310], 168 F. (2d) 646, 
aff'g [CCH Dec. 15,804(M)] 6 TCM 544, 
and by the Sixth Circuit in Frischkorn 
Development Company v. Commissioner 
[37-1 ustc § 9226], 88 F. (2d) 1009, aff'g 
[CCH Dec. 8457] 30 BTA 8. 


‘‘Forthwith’’ Defined 


It is further provided that the proceeds 
must be “forthwith” expended. The Board 
of Tax Appeals has applied Bouvier’s defini- 
tion of the term: “As soon as by reasonable 
exertion, confined to the object, it may be 
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accomplished.” The Board used this defini- 
tion in reliance on the Supreme Court’s 
approval of it in Dickerman v. Northern 
Trust Company, 176 U. S. 181. (See 
Chickasha Cotton Oil Company [CCH Dec. 
5828], 18 BTA 1144; Paul Haberland [CCH 
Dec. 7558], 25 BTA 1370; August Buck- 
hardt [CCH Dec. 9061], 32 BTA 1272 
(nonacq).) In the Buckhardt case, supra, 
a period of two years was held to come 
within the provision because during that 
time the taxpayer had made a diligent 
search for similar property. In M. J. Cald- 
beck Corporation [CCH Dec. 9740], 36 
BTA 452, a period of four years was held 
to be too long because the taxpayer could 
have replaced the destroyed property with 
similar property within a much _ shorter 
time. The fact that such replacement was 
not warranted because of poor business 
conditions was immaterial. 


In Estate of George Herder, Deceased 
et al. [CCH Dec. 9814], 36 BTA 934, which 
was consolidated with the case of R. L. 
Williams, Herder and Williams were part- 
ners whose rice mill was destroyed by fire. 
The insurance proceeds were immediately 
distributed to the partners, both of whom 
intended to reinvest the money in a similar 
rice mill. Herder died two months after 
the fire, however, before he could make the 
replacement. Fourteen months after the 
fire Williams did purchase a rice mill 
with the insurance proceeds. The Board of 
Tax Appeals held that because Williams had 
made a serious effort to acquire the property 
as quickly as possible, the fourteen-month 
period was not too long. But since 
Herder had not actually made a replace- 
ment, regardless of his intention to do so, 
the gain on the conversion was taxable 
to him. This decision was affirmed as to 
this issue in Herder v. Helvering [39-2 ustc 
7 9578], 106 F. (2d) 153 (CA of DC), cert. den. 
308 U. S. 617, rehearing den. 308 U. S. 639. 


The conclusion to be drawn from the 
cases is that if serious efforts, exerted in 
good faith, to acquire similar property are 
thwarted for a period of time, and if 
eventually there is a replacement, it will 
be held to have been made “forthwith.” 
The wisest thing for a taxpayer to do in 
order to avoid litigation is immediately to 
secure the Commiissioner’s permission for 
the establishment of a replacement fund. 


Capital Loss Carry-overs 


A corporation may deduct capital losses 
only to the extent of capital gains. All 
other taxpayers may deduct capital losses 
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to the extent of capital gains, plus net 
income exclusive of such gains and losses 
or $1,000, whichever is less. Where an in- 
dividual files a return under Supplement 
T, Chapter 1, Internal Revenue Code, and 
uses the short form, the adjusted gross 
income serves in lieu of net income for 
the aforementioned purpose. 


The portion of the total capital loss that 
is not deductible in the taxable year is 
termed the “net capital loss.” This may be 
used as a short-term capital loss in each 
of the five succeeding taxable years. The 
net capital loss is deductible to the extent 
of any net capital gain of the succeeding 
taxable year plus, in the case of taxpayers 
other than corporations, the net income 
(or adjusted gross income where the return 
is filed under Supplement T) or $1,000, 
whichever is less. The amount of the net 
capital loss carry-over which remains after 
such application may be used to the same 
extent in the second succeeding taxable 
year, and so on for five years. The portion 
which is not consumed within the five-year 
period is lost. 


Capital losses of the current taxable year 
must be deducted in full before the deduc- 
tion of a capital loss carry-over. The law 
does not give the taxpayer the option to 
decline the use of a capital loss carry-over 
in a particular succeeding taxable year. It 
must be deducted in each immediate suc- 
ceeding year to the extent possible. Thus, 
the taxpayer cannot elect to forego deduct- 
ing such a carry-over against a net capital 
gain in one year because he is in a low 
tax bracket, and then deduct the full 
carry-over in a later year when he is in 
a higher tax bracket. The amount remain- 
ing for application in the latter year is the 
capital loss carry-over as reduced by the 
amount deductible in the earlier year, even 
though the deduction was not actually taken. 


The labeling of the capital loss carry-over 
as a short-term capital loss benefits all 
taxpayers. The alternative tax computa- 
tion serves the purpose of subjecting net 
long-term capital gains to a maximum tax 
rate of twenty-five per cent. If the carry- 
over were not a short-term capital loss, 
it would serve to reduce the net long-term 
capital gain, and thereby provide the bene- 
fit of the alternative tax to a lesser amount. 
As the law now stands, a net long-term 
capital gain is reduced for this purpose 
only by a net short-term capital loss. This 
means that if the short-term capital gains 
exceed the short-term capital losses, in- 


Income Tax Provisions 





cluding the capital loss carry-over, the lat- 
ter have no effect on the net long-term 
capital gain for alternative tax purposes. 


Section 117 (j) 


Section 117 (j) provides relief for tax- 
payers who derive net gains from the sale, 
exchange or involuntary conversion of de- 
preciable property and real property used 
in a trade or business and net losses from 
the involuntary conversion of capital assets, 
all of which property has been held for 
a period in excess of six months. Were 
it not for this provision, the above-de- 
scribed gains would be includible in gross 
income in full and the losses would be 
taken into account only to the extent of 
fifty per cent (except in the case of cor- 
porations). Under this section all of these 
gains and losses, taken in every case at 100 
per cent, are to be considered together. 
If the gains exceed the losses, all such 
gains and losses are to be treated as capital 
gains and losses so that in the case of tax- 
payers other than corporations, only fifty 
per cent of the net gain is included in 
gross income since all the assets have been 
held for over six months. If there is no 
such excess, all are to be treated as ordinary 
gains and losses and 100 per cent of the net 
loss is deductible against all gross income. 


The extent of the benefits is limited in 
that all gains and losses from the described 
transactions must be taken together. If 
gains were treated separately from losses, 
so that the former would be _ includible 
in gross income only to the extent of fifty 
per cent and the latter would be deductible 
in full, this section would provide a real 
advantage. 


This provision does not apply to property 
includible in inventory or held primarily 
for sale to customers in the ordinary course 
of business. Nor does it pertain to gains 
or losses which would not be taken into 
account in computing statutory net income. 


Much litigation has arisen as to whether 
the operation of rental property constitutes 
a business, so that a gain or loss on the 
sale, exchange or involuntary conversion 
of such property would come within Sec- 
tion 117 (j). The courts have consistently 
held that such activity constitutes carrying 
on a trade or business. The ownership 
of only one rental property has even been 
so held in Leland Hazard [CCH Dec. 
15,2731, 7 TC 372 (acq.), and in Fackler v. 
Commissioner [43-1 ustc 9270], 133 F. 
(2d) 509. The latter case is interesting 
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in that it was the Commissioner who con- 
tended that the taxpayer, the owner of a 
ninety-nine-year lease, was carrying on the 
business of renting real estate, so that his 
gain on the sale of the leasehold was an 
ordinary rather than a capital gain under 
the Revenue Act of 1938. 


Long-Term Contracts 


The Internal Revenue Code does not 
specifically provide for any special treat- 
ment of long-term contracts. Regulations 
111, Section 29.42-4, give a taxpayer who 
derives income from building, installation 
or construction contracts covering a period 
in excess of one year the right to report 
the gross income from such contracts either 
in the year they are finally completed or 
in each year of the contracts to the extent 
they are completed in that year. The first 
method is known as the completed-con- 
tract basis and the second is the percent- 
age-of-completion basis. The permission 
of the Commissioner must be secured to 
change to either of these methods of re- 
porting income. 


Installment Sales 
Where a 


makes 


taxpayer sells real estate, or 
casual sales of personal property 
which would not be a part of his inventory, 
and agrees to accept payments thereon in 
installments, he is given an opportunity 
to defer payment of the tax on any gains 
from the sales. 


If as to real estate and as to personal 
property the initial payments do not exceed 
thirty per cent of the sale price, and if 


in addition as to personal property the 
selling price is in excess of $1,000, the 
taxpayer need include in gross income 


only that portion of the gain which the 
total payments received in the taxable vear 
bear to the contract price. 

Initial payments include all of those re- 
ceived during the taxable year in which 
the sale took place. They do not include 
an existing mortgage on the property ex- 
cept to the extent that the mortgage ex- 
ceeds the basis of the property to the 
vendor. Nor do they include evidences of 
indebtedness received from the purchaser. 

The contract price is the selling price 
less any existing mortgage on the property 
sold, to the extent that the mortgage does 
not exceed the the 
the hands of the vendor. 
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Losses on these sales may not be reported 
on the installment basis. (I. T. 2063, 
II1I-2 CB 108; Martin v. Commissioner [3 
ustc J 997], 61 F. (2d) 942, cert. den. 289 
LD, oar 


Income may not be reported on the in- 
stallment basis where no initial payments 
are received in the year of the sale. (G. C. M. 
12148, XII-2 CB 57; Orange Securities Cor- 
poration [CCH Dec. 12,059], 45 BTA 24.) 


If the initial payments on a sale of real 
estate exceed thirty per cent of the selling 
price, the taxpayer may take advantage of 
an election to treat the purchaser’s obliga- 
tions as cash only to the amount of their 
fair market value, in determining the profit 
or loss from the transaction. To the extent 
that the fair market value of the obligation 
is less than face value, the profit need not 
be included in gross income for the taxable 
year of the sale. When such obligations 
are paid, the excess of the amount received 
over the fair market value at the date of 
the sale is then included in gross income. 


Gains on casual sales of personal property 
where the initial payments exceed thirty per 
cent of the selling price may be treated in the 
same manner. (G. C. M. 1387 VI-1 CB 48.) 


Worthless Securities 


Sections 23 (g) and 23 (k) provide that 
a loss from worthless securities which are 
capital assets is to be treated as if it were 
a loss from the sale or exchange of capital 
assets on the last day of the taxable year 
in which they became worthless. Conse- 
quently, there is a limitation on the de- 
ductibility of such a loss in accordance 
with the capital loss provisions of Section 
117 of the Code. Congress realized that 
such treatment would be unfair in the case 
of a corporation which owned securities in 
a closely affiliated corporation. 


It is obvious that where a corporation 
comes within the definition of “affiliated” 
set forth in the Code, it is completely 
owned and dominated by the taxpayer; in 
fact, it might be said that all of its assets 
and liabilities are those of the taxpayer. 
Thus, any loss which might be suffered by 
virtue of the affiliated company’s inability 
to meet its obligations should be treated 
not as a loss on an investment but as 
a loss by the taxpayer in the operation of 
its business. That is the effect of the pro- 
vision which allows such a corporation to 
take a deduction in full for worthless securi- 
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rTP HE PRESENT TAX SYSTEM is not 

adequate to meet the critical inflation- 
ary situation. It is not in shape to 
contribute the maximum to the attainment 
of an increasingly high standard of living. 


The perfection of the American tax system ° 


with a view to realizing this fundamental 
objective is one of the most challenging 
undertakings awaiting completion in the 
legislative programs of the next few years. 


During a long period of service in 
government, I formed a deep appreciation 
of the importance of teamwork in revising 
the American tax system. The job will 
involve primarily the collaboration of many 
seasoned tax experts, but I believe that 
advanced university students can make an 
important contribution to this difficult 
task. They can help directly by making 
a judicious selection of their research 
projects. They can help indirectly by 
getting on talking terms with the problems 
and issues in the field of taxation and 
participating in their public discussion. 
This is one of the most effective ways of 
dispelling ignorance, the great breeding 
ground of all defective social institutions, 
including bad taxes. 


Size of Government 


We have come a long way in the short 
few years since the beginning of the war 
in our thinking about government and its 
place in the economy. The explanation for 
this bulge in our intellectual effort is not 
hard to find. The size of government has 
grown enormously both absolutely and in 
relation to the size of the economy. 
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THE AUTHOR IS PROFESSOR OF ECONOMICS AT INDIANA UNIVERSITY. 
THIS ARTICLE IS BASED ON A RECENT LECTURE BEFORE THE FACULTY 
AND GRADUATE STUDENTS IN ECONOMICS 


In 1939 total receipts for all levels of 
government amounted to $15.4 billion. 
Federal receipts amounted to $6.7 billion, 
and state and local receipts (excluding about 
$1 billion in federal grants-in-aid) were $8.7 
billion. By 1947 the receipts of the federal 
government were $43.9, and state and local 
receipts (excluding $1.7 billion of federal 
grants-in-aid) were $13.5 billion. Total 
government receipts were $57.4 billion, or 
3.7 times the 1939 level. 


Total government expenditures increased 
from $17.3 billion in 1939 to $43.3 billion in, 
$947, or 2.5 times the 1939 level. 


In this period the gross national product : 
increased from $90.4 billion to $231.6 billion, 
or 2.7 times. 


This growth in government is permanent. 
With a substantial improvement in the in- 
ternational outlook some reduction of mili- 
tary expenditures can be achieved. On the 
whole, however, public expenditures wilk 
continue upward. This has been charac- 
teristic of democracies the world over. In 
a relatively few years any favorable develop- 
ments in the direction of economies in 
public expenditures are likely to be offset 
by one program or another, all initiated at 
the public’s insistence. The absolute cost 
of government will continue to rise. 


But ‘the size of government relative to. 
the size of the national economy can and 
should shrink. If we assume normal 
growth in the labor force and in produc- 
tivity, the potential increase in the gross 
national product is over $7 billion a year. 
We must see to it that this vitality of the 
American economy is preserved and that 
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its full potential is realized. It is to this 
vitality that we must look for a lightening 
of the tax burden despite an ever-expanding 
list of cost by public services. 


As the impact of government on all 
phases of business and economic life has 
become more important, all sorts of ques- 
tions have been raised about the implica- 
tions of this growth of government for the 
development and indeed the survival of 
the private enterprise system. What effects 
are the enormous amounts of revenues 
raised, on the one side, and of expenditures 
made, on the other, having on production, 
employment, consumption, savings, invest- 
ment and other critical features of the 
economy? The issues raised, and heatedly 
debated, transcend economics. They spill 
over to other disciplines. Economic knowl- 
edge may be the key to the door entering 
upon an understanding of what makes the 
economy function. But a broad training 
in political science, government, law and 
the social sciences generally would help to 
discover the answers to the multitude of 
puzzling questions that keep crowding in 
upon us. 


Fiscal Policy 


An important qualification for an expert 
on the economic aspects of taxation is a 


thorough grounding in economic theory. 
It is essential to understand as much as 
possible of the economic environment in 
which we live before we can give useful 


guidance for its improvement. It is not 
possible to know what to do about taxes 
unless we can read what the Council of 
Economic Advisers calls the “economic in- 
dicators.”’ Such indicators are being made 
available monthly to the Congressional 
Joint Committee on the Economic Report. 


Experts read the indicators and reported 
the existence of inflation in 1948. Con- 
fusion followed on the economic policy 
front, particularly in regard to the objec- 
tives of a tax program. The $64 question 
passed around was whether taxes are in- 
flationary. Even some economists did not 
appear to know the answer. The arguments 
were lined up under political rather than 
economic banners; the ayes turned out to 
have the longer queue, the President voted 
with the nayes. 


That gave us the celebrated 1948 tax 
reduction act of $5 billion, in the midst 
of an inflation which had carried consumers’ 
prices in the brief space of two years—June, 
1946, to June, 1948—from 133.3 to 171.7. 
This index was around 100 before the war. 
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The federal government had struggled 
to a surplus of three quarters of a billion 
dollars in the fiscal year 1947, the first in 
seventeen years. For the fiscal year 1948 
there dangled before the Congressional eye 
an estimated surplus of $7.5 billion (it actu- 
ally turned out to be $8.4 billion). The 
1949 surplus was estimated at $4.8 billion. 
The sparkle of these huge surpluses was 
too much for Congress to endure. While 
the estimates of fiscal year 1949 expendi- 
tures were being driven up by international 
forces calling for larger preparedness, re- 
construction and foreign-relief outlays, the 
1948 tax reduction bill was nevertheless 
simultaneously receiving Congressional en- 
dorsement. The 1949 surplus was converte 
into a deficit of $1.5 billion by the 1948 tax 
legislation. To circumvent the exigencies 
of mundane arithmetic, statutory provision 
was made to charge $3 billion of the fiscal 
year 1949 expenditures against the stalwart 
surplus of 1948. This exercise in bookkeep- 
ing left the budget with an indicated surplus 
of $5.4 billion for 1948 and $1.4 billion 
for 1949. 


The significant consequence of the 1948 
legislation is that the cash surplus of the 
government for fiscal year 1949 was reduced 
from the original estimate of $7 billion to 
the negligible figure of $1.4 billion. Unless 
taxes are increased, there is considerable 
danger that a cash deficit will soon join 
the inflationary forces. 


I relate this inglorious bit of fiscal 
history to emphasize the point that eco- 
nomics is now being applied ineffectively 
in the conduct of public affairs, to empha- 
size the point that there is great need for 
marshalling the available evidence on fiscal 
and budgetary policy and great need to 
publicize the information. The funda- 
mentals of economics should at least be 
convincing to the great majority of the 
economists—too many now emit conflicting 
advice. We must make available more and 
better economic data to responsible public 
officials. Perhaps most important, the gen- 
eral public must be let in on our trade 
secrets so that it can intelligently influence 
the broad political decisions on matters 
affecting our economic welfare. 


The shadows of fiscal ignorance must 
not in the future be permitted to shelter 
tax policies inimicable to the welfare of 
the American people. 

The prospect of a deficit in the federal 
budget under the current highly inflationary 
conditions constitutes the most immediate 
and perhaps the most urgent tax problem 
confronting the nation today. Borrowing 


April, 1949 e TAXES — The Tax Magazine 








CTwre Ff = 


and 
blic 
ren- 
rade 
ance 
ters 


nust 
elter 
e of 


leral 
nary 
diate 
blem 
wing 


azine 








under current conditions would further 
debilitate the purchasing power of the dollar. 


It will take skillful debt management, 
a revitalized monetary policy and coura- 
geous budgetary action on both the ex- 
penditure and tax fronts to arrest the rising 
cost of living. Direct price and associated 
controls and allocations are the only alter- 
natives to strong fiscal and monetary policies. 


Basic Reform Program 


I come now to the problem of a basic 
tax revision program. Today’s climate is 
not conducive to long-range planning in 
taxation. Yet it would be dangerous to 
postpone, for reasons of preoccupation or 
complacency, the technical and analytical 
work which must be poured into the opera- 
tion of remodeling the American tax system 
so that it will better accord with policies 
directed at stabilized economic growth. 


This, it will be urged, is a task that can 
best be accomplished in periods which per- 
mit tax reduction. Nearly every major tax 
change and many of the minor ones are 


more likely than not to eventuate in a 


sizeable revenue loss. It is becoming in- 
creasingly clear that unless there is a dis- 
position to enact simultaneously changes 
to offset these revenue losses, the day for 
any important revision in the tax system 
must be indefinitely postponed. 


It may well be that in the present cir- 
cumstances, when both the executive and 
legislative branches of the federal govern- 
ment may become fully occupied with other 
and seemingly more pressing matters, the 
time is propitious for the President to 
appoint an intergovernmental tax commis- 
sion to spearhead the longer-range tax 
reforms. Each block of the tax system, 
if sufficiently independent of other changes, 
can be moved into place as perfected. When 
the entire job is done, this body, endowed 
with hard-won prestige and an experienced 
staff, could appropriately assume the func- 
tions of a permanent intergovernmental 
fiscal authority, which many competent ob- 
servers in government and taxation have 
been recommending for at least a decade. 
Such an intergovernmental commission 
should work in close collaboration with 
any Congressional subcommittees which 
might be directed to undertake simultane- 
ously the development of a program relating 
to the revision of the more technical aspects 
of the federal tax laws. ; 


With a national tax bill of the current 
size, the different levels of government 
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cannot continue to act independently of 
each other and tap whatever tax source 
appears to be within easy reach without 
regard to the taxes already imposed by 
the other levels of government. Better 
intergovernmental coordination of tax sys- 


tems is indispensable to the economic health 
of the nation. 


Fortunately, there is already a large 
measure of agreement on the broad ob- 
jectives of tax reform. But harmony ends 
when these broad objectives are broken 
down into criteria to be applied in testing 
the tax system. Each criterion independ- 
ently considered, appears to have merit; 
yet some point to one route and others 
to different routes which, if pursued, do 
not lead to the same goal. It soon becomes 
clear that balance, compromise and weight- 
ing are indispensable ingredients if the pre 
scription is to be filled. 


The prescription is familiar enough. It 
was stated by Secretary of the Treasury 
Snyder in his statement to the Ways and 
Means Committee on May 19, 1947: 

“The tax system should produce adequate 
revenue. It should be equitable in its treat- 
ment of different groups. It should inter- 
fere as little as possible with incentives 
to work and to invest. It should help 
maintain the broad consumer markets 
that are essential for high-level production 
and employment. Taxes should be as simple 
to administer and as easy to comply with 
as possible. While the tax system should 
be flexible and change with changing eco- 
nomic conditions, it should be possible to 
achieve this flexibility without frequent re- 
visions of the basic tax structure. A stable 
tax structure, with necessary flexibility con- 
fined largely to changes in tax rates and 
exemptions, will make it easier for business 
and Government to plan for the future.” 

Trouble starts when we begin to fill the 
prescription. The ingredients are legion— 
and none of them is neutral. Each has 
significant potentialities—if not for better, 
than for worse. 

Let me catalogue only a few of the ques- 
tions which arise and which in the present 
state of our economic knowledge, it can 
readily be agreed, do not stimulate con- 
fidence of or in the tax expert. But as 
we leave the relatively small and safe island 
of the known, it is helpful to have even 
an outline map of the great unknown. 


Individual Exemptions 


First, let us consider the individual 
income tax exemptions, which were increased 
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from $500 per capita to $600 per capita 
by the Revenue Act of 1948. 

Inflation had undermined the purchasing 
power of the block of income, at the bottom 
of the scale which by previous standards 
was held to have no taxpaying ability. The 
$100 increase was a rough and perhaps 
token adjustment. It alone cost $1.75 
billion in revenue. Another $100 would 
have nearly doubled the cost. That alone 
may be an adequate answer to the question 
as to why exemptions were not made more 
generous. 


But was it defensible to make even this 
adjustment? Did not the release of the 
additional purchasing power feed the in- 
flationary pressures? Here we seem to have 
a first-rate conflict between equity con- 
siderations and fiscal policy. Even from 
the equity viewpoint, are we reasonably 
certain that the additional inflation induced 
by this factor did not operate more re- 
gressively than the tax abated? Did the 
tax reduction from this and other pro- 
visions stop another round of wage in- 
creases and consequently serve to prevent 
an even worse inflation? 


Why should the exemptions be $600 per 
capita, half as much for a single person 
as for a married couple without children 
and as much for each dependent as for 
a single person, when family budget data 
point to requirements for variously specified 
standards of living more favorable to the 
single person and less favorable to the de- 
pendent, and increasingly so with each ad- 
ditional dependent? Are we consciously 
trying to influence the size of the family 
by tax incentives, or is this an accidental 
consequence? 


Incomes of Husbands and Wives 


The Revenue Act of 1948 made an 
important change in the treatment of 
incomes of husbands and wives. The tax 
on their combined incomes now is twice 
the tax on one half of the aggregate income. 
This is the celebrated income-splitting pro- 
vision, designed to eliminate discrimination 
between couples residing in community- 
property and common-law states and be- 
tween earned and unearned income. In a 
common-law state there was no way, for 
example, to split the salary of a business 
executive; but there were various ways to 
split investment income, frequently without 
much gift tax. The community-property 
couples split their incomes, earned and un- 
earned, and paid much lower federal income 
taxes than the common-law couples paid, by 
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taking double advantage of the lower- 
bracket rates. Moreover, a movement to 
give their residents the same protection 
from the high federal rates as was enjoyed 
by neighboring community-property states 
had been started by the common-law 
states. First Oklahoma, and then Oregon, 
Nebraska and Michigan, joined the ranks 
of the original community-property states. 


The situation was stabilized by the 1948 
Revenue Act. It could have been stabilized 
by mandatory joint returns, as was urged 
by the Treasury in 1942; but married couples 
would have been called upon to pay about 
a half-billion more taxes instead of three 
quarters of a billion less. 


This issue affects the minority of couples 
with incomes in excess of the first bracket 
and subject to the higher progressive rates. 
The revenue difference in the choice of the 
route taken to uniformity. was no minor 
matter; it amounted to about $1.25 billion, 
the sum of the revenue increased under 
mandatory joint returns and the revenue 
decrease from income-splitting. Either type 
of change would have upset the previous 
balance of the tax load on single persons 
as against married couples. 


What standards are available to deter- 
mine whether the original or any other 
balance is the correct one? On the as- 
sumption that the original balance had some 
intrinsic merit, if for no other reason than 
because of its long retention, what justifi- 
cation can be advanced for the substantial 
difference in tax between single persons 
and married couples, which at the $50,000 
level, for example, is approximately $5,000 
and at $75,000, $9,000? At the lower end 
of the scale, has equity been achieved by 
taxing the married couple with one earner 
in precisely the same way as the couple 
each spouse of which actually earns half 
the income? Should some allowance be 
made for the higher cost of maintaining 
the household in the latter case? Per 
contra, does this call for taxing the imputed 
income of the housewife, an item which we 
do not even count in computing our 
national income? 


Individual Income Tax Rates 


The questions do not become easier when 
we consider the tax rates appropriate to 
each size of income. The primary datum 
here is that incomes are very unequally 
distributed, the great bulk of them to be 
found at the bottom of the pyramid. About 
seventy per cent of the federal income 
tax base is taxed at the first bracket 
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rate only. It applies to a block of $2,000 
above personal exemptions. There is some- 
thing like 12,000 taxpayers with net incomes 
over $100,000, and their total net income 
is not greatly over $2 billion. 

Should the tax system be used to 
accomplish a more equal distribution of 
wealth and income? If so, why? Is it 
merely a matter of tax justice, or are there 
fundamental economic considerations in- 
volved, such as raising the propensity to 
consume and with it the aggregate level 
of expenditure and national income? Can 
this be done without unduly militating 
against incentives to invest, which also 
play an important role in the maintenance 
of a high aggregate of national expendi- 
tures? Do the relatively small number of 
taxpayers and amount of income in the top 
income brackets argue for high rates on 
grounds of tax justice, or for low rates 
because of inconsequential amounts of 
revenue loss and the critical importance of 
such individuals as suppliers of equity capital? 


A one-point change in the bottom rate 
would lose in the neighborhood of $900 
million. Should this starting rate none- 
theless be reduced from the present 16.6 
per cent level? If so, where shall we search 
for replacement revenue with less deleteri- 
ous effects upon the propensity to consume 
and the level of national income? 


On the assumption that the aggregate 
of revenue is not to be changed, what 
principles are to be pursued in distributing 
the burden among the income classes? 
How far can we follow, as a practical 
matter, the implications of various theo- 
retical principles such as “least aggregate 
sacrifice” and “equal sacrifice’? And if 
the answer is not very far, then what is 
to substitute? Should not such an im- 
portant matter be decided on some basis 
more fundamental than the incumbent 
policymakers’ prejudices with respect to the 
accessible mathematicians’ stockpile of curves? 


Averaging 


The progressive rates fall with greater 
severity on fluctuating than on stable in- 
comes. This raises questions both of equity 
and of economic impact, since the fluctuat- 
ing incomes are more largely associated 
with the assumption of risk. Administra- 
tive feasibility has constituted a major 
block to the acceptance of any of the 
abundant supply of averaging proposals, 
and may continue to do so unless the book- 
keeping of the Bureau of Internal Revenue 
is changed to furnish more readily an in- 


American Tax Problems 





dividual income tax account for a period 
of several years. 


This consideration aside, would not 
averaging make the tax less responsive to 
changing business conditions and thus less 
effective as a countercyclical fiscal device? 
Would not averaging ignore the variations 
in economic conditions which made possible 
the realization of the given patterns of 
incomes? For example, not all would have 
their present relative economic positions 
in society but for the peculiar opportunities 
of the new era of the twenties and the 
war years. Others were adversely affected 
by the great depression of the thirties. If 
the averaging period is very long, expecially 
as stipulated by the proponents of lifetime 
averaging, would it not in effect be assumed 
that the same opportunities were available 
to make a dollar in 1928, 1938 and 1948? 


For the low income groups, the only 
kind of averaging that would amount to 
much involves the carry-back and carry- 
forward of unused personal exemptions. 
This procedure would entail substantial reve- 
nue loss and higher marginal rates to recoup 
the loss. Would it be equitable to confine 
averaging to the upper income groups? 

A limited amount of averaging is now 
permitted with respect to business income. 
Net losses from business may be offset 
against other income and, to the extent 
not exhausted, carried back against the 
income of the two previous years and then 
carried forward against the income of 
the two succeeding years. Losses from 
capital transactions, except to the extent 
of $1,000 a year, may be offset only against 
gains from capital transactions, not against 
other types of income. To the extent that 
such losses are not so offset, they may be 
carried forward against capital gains of five 
succeeding years. 


Should these limitations on net business 
losses and capital losses be eliminated, 
greatly extended or retained intact? Liber- 
alization would greatly reduce the deterrent 
effects of the tax, but at the same time 
would entail substantial revenue loss. 


Capital Gains and Losses 


Capital gains are among the most variable 
sources of income. They now receive the 
benefit of a favorable special rate which 
limits the effective tax to a maximum 
twenty-five per cent. 


Is it equitable to tax the appreciation 
in the value of an asset only when it is 
realized, or should income be accounted 
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on the basis of change in net worth posi- 
tion whether or not the assets are sold? 
If unrealized gains are to be taxed, would 
there not be a tax payment problem? If 
the low rate is in lieu of averaging, should 
it be removed with the institution of an 
adequate averaging system, or would there 
still be a case for further mitigation of the 
progressive rates because of the peculiarly 
lumpy nature of this type of income? Is 
a special low rate essential to maintain 
the fluidity of the capital markets? Is it 
equitable to tax capital gains on trans- 
actions involving merely a swap of assets, 
such as the sale of a home in one locality 
and the purchase of a home of equivalent 
size and value in another locality? How 
can the effect of nominal gains and losses 
through the effect of price changes be elimi- 
nated; and if elimination is not possible, 
is it still desirable to include these items 
in the base? How can these items be 
dropped from the base without opening 
large avenues of tax avoidance through con- 
version of ordinary income into capital gains? 


Stock Options 


The high surtax rates have stimulated a 
number of suggestions to help the high- 
salaried business executives and the self- 
employed professional groups. Special 
treatment has been urged for stock op- 
tions, deferred compensation and various 
savings plans. 

Stock options are held to be essential in 
some situations in which it is important 
to induce an able executive to undertake 
a particularly hazardous venture of bring- 
ing a corporation out from under a cloud 
of business difficulties. The executive is 
held to be at his best when he stands 
to gain much by success and lose much 
by failure. The company, being in difficul- 
ties, wishes to bargain with him without 
commitment for a high salary. Instead, 
it offers to share the good fortune in pros- 
pect. This may be accomplished by giving 
the executive an option to buy stock at 
market price. He need not exercise the 
option until some years later. Suppose 
the option is granted when the market price 
is $10 a share. The executive takes it up 
five years later, when the price has risen to 
$60; and the stock is sold five years still 
later, at $100 a share. 

How and when should the income be 
accounted? There is the question as to 
whether the corporation should obtain a 
deduction in the year in which the option 
is exercised for the difference between the 
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option price and the fair market value of 
the stock at such time—in the example, 
$50 a share. With respect to the individual, 
should he be taxed (a) in the year when 
he exercises the option on the $50, at 
ordinary or capital gains rates (if it is 
compensation, the ordinary rates apply; but 
if it is held to be gain on an investment, the 
capital gains rate apply), or (b) only in 
the year when the stock is sold, so as to 
ease his tax payment problem? If so, 
should the profit be split ($50, the increase 
between the option price and the exercised 
price being accounted ordinary income, and 
the additional $40 being accounted capital 
gain on an investment), or should the whole 
spread between the $10 and the $100 be 
treated as capital gains? Would the adop- 
tion of an averaging system affect the 
answer? ‘The answers, if based primarily 
on equity considerations, will point in an 
entirely different direction from that in 
which they would point if they were based 
on incentives. 


Deferred Compensation 


Contracts involving postponement of the 
receipts of income in periods after the in- 
come is actually earned raise problems 
closely allied to those raised by stock op- 
tions. One of the principal difficulties is 
to determine when the income is earned. 
For example, if a corporation employee at 
the age of sixty is receiving $100,000 a year 
as chairman of its finance committee and, 
feeling the pressure of the surtaxes, suggests 
a different salary arrangement (say, a con- 
tract of $50,000 a year for five years and 
$50,000 for the next ten years, irrespective 
of duties), is he earning the $50,000 for the 
years after sixty-five during the five-year 
period between sixty and sixty-five, and 
should the value of the income be capital- 
ized with the aid of life expectancy tables 
and taxed during this five-year period? 
How can one be sure that income currently 
earned is not being pushed into the future, 
where it will get the benefit of the lower 
rates? Averaging would mitigate but not 
eliminate these problems so long as the tax 
retained its essential progressive charac- 
teristic. 


Savings Plans 


In the same family of problems is the 
persistent effort to obtain a deduction for 
savings. Different wedges have been tried, 
beginning with the always appealing item 
of life insurance premiums. 
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Some economists of note hold that the 
present income tax base, which includes 
savings as well as spendings, is faulty, in- 
volving double taxation and a barrier to 
the efficacy of the compound interest tables. 
These, if let loose on a small starting sum, 
especially when the interest rate assumption 
is generous, would increase it to fortunes 
of fantastic size. Such fortunes could then 
be taxed at moderate death tax rates, and 
still yield large amounts of revenue. In 
this literature we can find demonstrated, 
with the aid of impeccable mathematical 
proofs, that low rates of tax lead to high 
revenue yields. It is assumed that invest- 
ments outlets would be adequate for all 
available savings. Once this is granted, 
even a Keynesian could agree. But can 
the assumption be granted, and would not 
a tax on consumption dwarf markets and 
ultimately the economy? 


Pressures for a limited deduction for 
savings have come particularly from the 
self-employed—lawyers, doctors and other 
professional men. Are they in greater or in 
less need of some such measure to protect 
their economic position against old age 
than are either hired business executives 
or persons in the lower income groups? 
If they are to be treated on a parity with 
the corporate executives covered by pen- 
sion plans, would this require an extension 
of these plans to proprietorships and 
partnerships? If so, could practicable safe- 
guards be provided against abuse? 


Estate and Gift Taxes 


The Revenue Act. of 1948 broke down 
an already weak transfer tax system to the 
point where it needs to be rebuilt from 
the ground up. But before this can be 
done, it is important to know what we are 
trying to build. It is not clear. 


Before the 1948 Act, income was split 
between husband and wife only in the com- 
munity-property states. Wealth was not 
split for the transfer taxes in any of the 
states (that is, after the 1942 amendments). 
Now wealth as well as income is split in 
all the states. This splitting of wealth lost 
about one third of the already meager yield 
from the estate and gift taxes, amounting 
to about $800 or $900 million. 


Should transfers to husband or wife 
receive as substantial relief from tax as 
is provided in the 1948 Act (half the gift 
and the full estate interspousal transfer is 
exempt up to the limit where the estate 
is reduced by one half)? 
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Is the objective of these transfer taxes 
to minimize the transfer of wealth or to 
protect such transfers from undue burden? 
In one case, no protection from a rapid 
succession of transfers is required; in. the 
other, differentials would seem to be called 
for to alleviate the aggregate burden re- 
sulting from a rapid succession of transfers. 


Should the transfer taxes be in a separate 
schedule, as now, or combined with the 
income tax, in which case the rate of tax 
would be affected by the income tax status 
of the recipient as well as by the size of 
the transfer? Would the answer be affected 
by the institution of an averaging plan? 


Should these taxes be confined to a 
relatively few large estates and gifts, or 
broadened greatly by lowering the exemp- 
tions? Should the yield be greatly increased 
by lowering the exemptions, raising the 
low-bracket rates and eliminating loopholes 
of the life estate and other varieties? 

Should death and gift transfers be the occa- 
sion for levying a capital gains tax on unreal- 
ized capital gains on the transferred assets? 


Corporation Income Tax 


At the intellectual, if not at the ad- 
ministrative, level, the corporation income 
tax is one of the most troublesome. Many 
an economist will tell you that it has not 
much standing in his book, except that it 
brings in billions of dollars, and he does not 
know where else to pick up the revenue 
with less depressing effect on the economy. 


It cuts sharply into savings. Does this 
help or hinder the free enterprise system? 
What remedy is there for the undue burden 
which the corporate tax imposes on the 
widows and orphans and on low income 
stockholders generally? It imposes on in- 
come to which they have a claim a tax at 
the source at the rate of thirty-eight per 
cent, more than double the starting rate 
of the individual income tax. A similar 
question arises for tax-exempt organizations. 


Do not the combined rates of individual 
and corporate income taxes constitute in- 
equitable double taxation and an excessive 
deterrent to investment? Some who an- 
swer in the affirmative find no _ logical 
difficulty in giving affirmative answers to 
the next two questions as well: Is the tax 
shared substantially by consumers and em- 
ployees through higher prices and lower 
wages? Does not the interaction of the 
individual progressive rates and the flat 
corporate rate result in a substantial flat- 
tening of the progressive effect of the cor- 
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porate tax despite the high concentration 
of dividends in the upper brackets? 


The corporate rates are mildly progres- 
sive through the first $50,000 of income. Can 
it be assumed that this progression is 
articulated with the progression sought 
under the individual income tax rate 
system? What effective methods are avail- 
able for the equalization of income tax 
on business incomes of proprietors and’ part- 
nerships with that imposed on corporations? 


Is Section 102 ineffective, effective or 
overly effective in pushing corporate income 
through the individual income tax mill? 
It has been charged with all three counts. 
What method would those favoring the 
elimination of the corporate tax make 
available for taxing retained corporate in- 
come to the stockholders, currently, under 
the individual income tax? Would it be 
desirable to postpone the taxation of re- 
tained corporate profits until the sale of the 
stock, or until death? Would this require 
the elimination of the capital gains special 
rate and adoption of an averaging system? 


If the corporate tax is to be de-empha- 
sized, should this be done by the simple 
method of reducing the rate, or in some 
other way, as, for example, by accelerated 
depreciation, which in effect restricts the 
reduction to the large users of depreciable 
assets and gives a preference to expanding 
business? 


Excess Profits Tax 


Closely allied to the corporate income 
tax is the excess profits tax, which was 
employed in both the major wars as an 
emergency measure. Last year the Presi- 
dent urged the re-enactment of the excess 
profits tax to maintain the revenue while 
bringing relief from inflation to the lowest 
income taxpayers through a $40 cost-of- 
living adjustment. 


Would an excess profits tax be inflation- 
ary, inducing leakages in various expendi- 
tures, or deflationary because of the 
reduction in profits available for business 
investment? 

How tolerable are the recently proposed 
crude adjustments on the 1936-1939 average 
earnings base for a tax in 1949? In the 
1948 debate it was proposed to step up 
this base by thirty-five per cent and to 
increase the specific exemption from the 
wartime level of $10,000 to $50,000. Tf 
these crude adjustments are inadequate, how 
indeed can a base for normal profits be 
established when business conditions have 
not been normal for some ten years? 
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Should a base be developed for the use 
of an excess profits tax to fight monopolies, 
or would the deterrent effects be so serious 
as to make such a tax undesirable even 
if otherwise feasible? Can an excess profits 
tax be devised to eliminate monopoly profits 
without penalizing efficiency? 

Are profits actually as exorbitant as 
reported, $29.8 billion before taxes, and $18.1 
billion after taxes in 1947? Some urge 
adjustments to eliminate what they regard 
as paper profits resulting from temporary 
appreciation in the price of inventories and 
a permanent increased cost of replaceable 
capital assets. Others find these profits 
normal rather than excessive. They relate 
them to national income and compare the 
ratio with 1929. 


Excise Taxes 


We come next to excise taxes, one of the 
major sources of federal revenue. Some are 
imposed at the retail level, most of them, 
at the manufacturers’ level. Should the 
federal government continue to rely on 
these taxes as extensively as now, in view 
of the substantial use made of them by 
state and local governments? 


Should the heterogeneous group of excise 
taxes be coordinated into a general sales tax? 


Some would eliminate only the business 
cost excises and the low-yielding nuisance 
taxes; others would eliminate all excises 
except those on tobacco, liquor and gaso- 
line; still others would go in the opposite 
direction and change the system into a 
general sales tax. 


Payroll Taxes 


The benefits under 
program, old-age and survivors’ as well as 
unemployment benefits, are financed by pay- 


the social security 


roll taxes. Proposals are being made to 
extend the benefits into new areas of social 
security—to cover, for example, health, 
hospitalization and disability. Proposals 
are also being made to raise the level of 
existing benefits, although it is recognized 
that on an actuarial basis the existing program 
for old-age and survivors’ benefits is greatly 
underfinanced and will require in future 
years substantial support from the general 
revenues of the federal government. Pay- 
roll taxes are regressive. They fall with 
greater relative weight on the lower income 
levels than on the larger incomes. They 
tend to depress consumption levels. 


To what extent should an effort be made 
to place the social security benefits on a 
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self-financing basis to obviate the need for 
supplementation from the general revenues 
of the federal government? If this should 
be done to a substantial extent, what offsets 
are available for the depressing effect upon 
the economy produced by the very sub- 
stantial rates of payroll tax required to 
implement such a policy? Even if business 
pursued the policy of adding the payroll 
taxes to the price of products, could such 
policy actually be made effective? 

I pass over dozens of other items, and 
stop merely to mention that because of the 
vagaries of a faulty formula enacted in 1942, 
the entire life insurance industry now 
escapes taxation on the income of life in- 
surance business; that the basis for the 
exemptions granted a long list of so-called 
tax-exempt organizations is in great need 
of re-examination; that  intercorporate 
problems—including the treatment of in- 
tercorporate dividends, consolidated returns 
and reorganizations—need attention; that 
the taxable status of stock dividends is, 
or should be, in a state of flux; and that 
the treatment of depreciation, depletion, in- 
come from business abroad, intergovernmental 
exeimptions and a galaxy of similar but lesser 
problems will need to be reviewed in any com- 
prehensive revision of the tax system. 


State and Local Taxes 


The problems of state and local taxation 
need not be discussed in detail, for im- 
provements here would appear to hinge 
largely upon the success of the federal 
government in straightening out its tax 
system and in leading a movement for 
the coordination of the fiscal systems of 
all levels of government—federal, state and 
local. The issues in this field cannot be 
handled adequately here, but it is extremely 
important that an early start be made 
towards their solution. 


Some wish to decentralize the tax 
sources, from the federal level down. They 
seek to inject what they call “fiscal responsi- 
bility” into each level of government in 
order to arrest the upward drift of public 
expenditures and taxation. Others tend 
towards federalization as the solution of 
each and every vexing intergovernmental 
fiscal problem, with quietening doses of 
grants-in-aid to alleviate state-rights pains. 


Elsewhere I have advocated the use of 
tax reserves at the state level of government 
as a means of improving the state tax 
systems and stabilizing the revenues availa- 
ble for expenditure without perversely rais- 
ing tax rates in depression and reducing 
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them in prosperity. I believe that it is 
important to maintain the fiscal independ- 
ence of the states, and that this can be 
done without the employment of regressive 
tax systems, which constitute a drag on 
the federal government’s effort to pursue 
effective countercyclical tax policies. 


The time may be overdue for a compre- 
hensive review of the place of the property 
tax in the American tax system. It has 
been greatly weakened by homestead ex- 
emptions, tax limits, lagging assessment 
valuations and persistent and piecemeal dis- 
memberment, until only the real estate base 
stands. Local governments are being 
pressed to supplement their property taxes 
with other sources of revenue, despite sub- 
stantial growth in both state and federal 
aids. Several cities have recently adopted 
flat-rate income taxes, and are struggling 
with problems of tax jurisdiction and 
multiple taxation on residents and nonresi- 
dents of the type made familiar under state 
income tax laws. 


Revolutionary Changes Unlikely 


It is important to appreciate one un- 
newsworthy point: the general shape of 
the American tax system is not likely to 
undergo revolutionary changes even if the 
revision is comprehensive and is adopted 
for all levels of government—federal, state 
and local. The individual income tax will 
continue to be the main revenue-producer, 
perhaps picking up a little in over-all im- 
portance. The corporation income tax may 
ultimately be somewhat de-emphasized, but 
perhaps from a higher level than the present. 
Sales and excise taxes may be shuffled 
around from one level of government to 
the other with an over-all de-emphasis, but 
not a drastic one. The estate and gift 
taxes may be revived from the 1948 blow, 
and may even be raised to double their 
customary under-a-billion-dollar size, but 
this would not radically change the general 
composition of the American tax system. 


The important but unglamorous job to 
be done is one of perfecting the tax system 
in order to bring it further within the 
limits of peacetime economic tolerance. It 
fits fairly well now, but not well enough. 
There are loose joints and overheated bear- 
ings. They will not necessarily stop the 
economy from functioning tolerably well, 
but they may do so. The imperfections 
of the present model have not been 
tested except under wartime or inflationary 
pressures. 
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Need for Research versity graduates. Finding the facts, sifting 
the issues, analyzing the economic consé- 
quences of different alternative procedures 
and, perhaps most difficult of all, subordi- 
nating opinions and judgments until there 
is some basis for them beyond the whim 
of the investigator call for discipline, 
restraint and ability. In the tax field 
particularly, opinion and judgment must be 
freighted with evidence and analysis if 
progress is to be made towards a better 
tax system. Without the research ballast, 
we can count on erratic and unstable results 


Even before the war was over, the 
Treasury began to examine the potential 
trouble spots in the tax system. It has 
issued sixteen studies analyzing some of 
the major problems. More are on the way. 
These studies were prepared by economists 
with the collaboration of lawyers and ad- 
ministrators specializing in taxation. They 
contain some of the factual and analytical 
material required by policy officers and 
legislators in formulating intelligent con- 


clusions. It is a type of work that can be’ and futile but repetitive legislative efforts. 
done best by the abler of the trained uni- [The End] 





NEW HAMPSHIRE DEATH TAX LEGISLATION 


Enactment of a law pertaining to domiciliary disputes by New Hampshire points 
the way for 1949 inheritance tax legislation. 


The New Hampshire law, Chapter 21, Laws of 1949, contains provisions for 
settlement of disputes over domicile which, apparently, are in addition to pro- 
visions enacted in 1941 for the compromise settlement of death tax claims. 


Arbitration proceedings have been initiated to determine a double domiciliary 
dispute that has arisen with respect to the conflicting claims of Massachusetts 
and New Hampshire as to the domicile of the late Isabel Anderson. Initiation 
of these proceedings by executors of the. $7,000,000 estate is for the purpose of 
avoiding payment of double death duties, by compelling a settlement of the 


dispute under the provisions of the arbitration statutes recently adopted by 
both states. 


Compromise and arbitration statutes have been enacted by seventeen states 
and the District of Columbia. 


The executors of the Anderson estate have elected “to invoke the provisions” 
of the recently enacted New Hampshire law and the Massachusetts statute, with 
the result that the tax commissioner of each contending state is required to appoint a 
member of a board of arbitrators. These members in turn must select a third 
member. The board so selected shall “have power to administer oaths, take 
testimony, subpoena and require the attendance of witnesses and the production 
of books, papers and documents and issue commissions to take testimony.” Then, the 
board shall proceed to determine the domicile by majority vote, with such determina- 
tion to be final and conclusive and binding on both states “on all questions con- 
cerning the domicile of the decedent for death tax purposes.” 


Appointment of Thomas Witter Chrystie of the New York Bar as a member 
of the board of arbitration in the Anderson dispute has been announced by the 
Honorable Henry F. Long, Commissioner of Corporations and Taxation of 
Massachusetts. When New Hampshire names a second member, the two will 
select a third to complete the board. 
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“—) ON’T look a gift horse in the mouth,” 

says an old adage. In an even earlier 
version, this proverb read, “Noli equi dentes 
inspicere donati” *—or, literally, “Don’t peer 
into a gift horse’s teeth.” This considera- 
tion of gifts from the dental point of view 
was revived in 1943. 

But despite this admonition, some gifts 
are apt to be regarded critically. When a 
present arrives in separately wrapped frag- 
ments or with price tag attached, one ques- 
tions the donor’s motives. And when a gift 
is followed by a deficiency notice, the re- 
cipient may be pardoned for sharply scruti- 
nizing ol’ Dobbin’s biters. 

The American Dental Company was en- 
gaged in the business of operating a labora- 
tory, where it did prosthetic work for the 
dental profession. During the early 1930's, 
the country was in the throes of a depres- 
sion and people apparently were not in a 
position to eat regularly; at any rate, the 
dentistry business was so poor that this 
company couldn’t pay its landlord. The 
latter agreed to accept a sum of about half 
of what was owed for past-due rent. At 
about the same time, three other firms 
agreed to cancel interest owed upon past- 
due accounts for merchandise. Meanwhile, 
the corporation, which was on the accrual 
basis, had obtained a tax benefit by de- 
ducting the full amount of the rent and 
interest due. When a revenue agent ap- 
peared, the corporation offered to pay up all 
the tax it had saved by taking deductions 
for the amounts subsequently canceled; but 
the Commissioner claimed that the full 
amount was income in the year of forgive- 
ness. “But we never received a nickel we 
could distribute as dividends,” the corpora- 
tion protested. “If we had income, we'd 
have to pay dividends. And what do you 
suppose our creditors would say if they 
saw us paying a dividend after we had 

1 Attributed to St. Jerome. H. T. Riley, A 
Dictionary of Latin and Greek Quotations (Bell 
and Daldy, 1872), p. 272. 
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inveigled them into canceling these debts 
on the basis that we were hard up?” 


On March 1, 1943, Mr. Justice Reed de- 
livered the Supreme Court’s opinion: ? 


“Normally cancellations of indebtedness 
occur only when the beneficiary is insolvent 
or at least in financial straits. Possibly 
because it seems beyond the legislative pur- 
pose to exact income taxes for savings on 
debts, the courts have been astute to avoid 
taxing every balance sheet improvement 
brought about through a debt reduction. 
Where the indebtedness has represented 
the purchase price of property, a partial for- 
giveness has been treated as a readjustment 
of the contract rather than a gain. ; 
Where a stockholder gratuitously forgives 
the corporation’s debts to himself the trans- 
action has long been recognized by the 
Treasury as a contribution to the capital of 
the corporation. ... 


“lWe] must construe the meaning of the 
statutory exemption of gifts from gross 
income by Section 22 (b) (3). The broad 
import of gross income in Section 22 (a) 
admonishes us to be chary of extending any 
words of exemption beyond their plain 
meaning. Gifts, however, is a generic 
word of broad connotation, taking colora- 
tion from the context of the particular stat- 
ute in which it may appear. Its plain mean- 
ing in its present setting denotes, it seems 
to us, the receipt of financial advantages 
gratuitously. 


“The release of interest or the complete 
satisfaction of an indebtedness by partial 
payment by the voluntary act of the creditor 
is more akin to a reduction of sale price 
than to financial betterment through the 
purchase by a debtor of its bonds in an 
arm’s-length transaction. In this view, 
there is no substance in the Commissioner’s 
differentiation between a solvent or insol- 


? [43-1 ustc J 9318] 318 U. S. 322. 
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vent corporation or the taxation of income 
to the extent of assets freed from the 
claims of creditors by a gratuitous can- 
cellation of indebtedness. 


6" HE Board of Tax Appeals decided 

that these cancellations were not gifts 
under Section 22 (b) (3). It was said: ‘No 
evidence was introduced to show a donative 
intent upon the part of any creditor. The 
evidence indicates on the contrary, that the 
creditors acted for purely business reasons 
and did not forgive the debts for altruistic 
reasons or out of pure generosity.” [CCH 
Dec. 11,802] 44 B. T. A. 425, 428. 


“With this conclusion we cannot agree. 
We do not feel bound by the finding of the 
3oard because it reached its conclusions, 
in OUr Opinion, upon an application of 
erroneous legal standards. Section 22 (b) 
(3) exempts gifts. This does not leave 
the Tax Court of the United States free 
to determine at will or upon evidence and 
without judicial review the tests to be ap- 
plied to facts to determine whether the 
result is or is not a gift. The fact that the 
motives leading to the cancellations were 
those of business or even selfish, if it be 
true, is not significant. The forgiveness was 
gratuitous, a release of something to the 
debtor for nothing, and sufficient to make 
the cancellation here gifts within the statute.” 


“An important landmark in the develop- 
ment of the law of taxation of ‘income’ 
arising upon the cancellation of indebted- 
ness was reached in the case of Helvering 
v. American Dental Co.”* “The American 
Dental case has been accepted by the lower 
courts as requiring the decision that no 
income is realized in various types of debt 
cancellation situations in which the courts 
had previously held consistently that income 
was realized. The rule previously had 
been that such cancellation resulted in tax- 
able income to the extent that the deduc- 
tion of the items cancelled had offset tax- 
able income in prior years.” * 


But even if a tax benefit has been ob- 
tained, the Commissioner may not claim 
that the receipt of benefits in prior years 
estopped a taxpayer from changing its posi- 
tion with respect to the inclusion of the for- 
given amount in income. If there is a 
gratuitous forgiveness of indebtedness, the 
taxpayer “realized no taxable gain thereby 


3 Jacob Mertens, Jr., The Law of Federal In- 
come Taxation (Callaghan and Company), 1948 
Supplement. Vol. I, p. 104. 

* Wilbur H. Friedman, 
ligations,””’ TAXES—The 
tember, 1946, p. 878. 
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under the rule of the American Dental case, 
and resort to the doctrine of estoppel may 
not now be had to create income out of 
what never was income either in law or in 
fact.” * 


HE REASON for the forgiveness has 

no significance. Where P, the parent 
corporation, returned a note to its sub- 
sidiary, S Corporation, so that the latter 
could pay a dividend to P, the court did not 
care why. Actually the move had been 
“suggested” by a bank to which P was in- 
debted, with the intention that the dividend 
would be used to pay off the bank loan; 
otherwise, under state law S could not pay 
a dividend because of an accumulated 
deficit. “As between [P and S], no con- 
sideration passed, the forgiveness of in- 
debtedness was gratuitous, and the matters 
between [P] and its creditor, in our opin- 
ion, come clearly within the ambit of ‘mo- 
tives leading to the cancellation’ which 
under the American Dental Co. case are not 
significant even though they are ‘those of 
business or even selfish’.” ® 

The stockholders of an insolvent corpora- 
tion .contributed to its capital the corpora- 
tion’s own bonds which they held, and 
waived all back interest. “They had a valid 
business reason for cancelling the debts, 
namely, to relieve [the corporation] of its 
burdensome indebtedness and to put it on 
a sound financial footing.” * Similarly, where 
a large stockholder voluntarily canceled 
interest on debentures, this was deemed a 
gift to the corporation by the stockholder- 
creditor “in order to relieve the corporation 
of a strained financial condition.” ® 

It must be shown that the creditor re- 
ceived nothing. “To bring the reduction of 
the debt within the sphere of the American 
Dental Company decision, it was incumbent 
upon petitioner to establish by competent 
evidence that no consideration for the can- 
cellation passed from it to the mortgagee. 
It cannot be inferred from the mere fact 
that the mortgagee cancelled or reduced the 
debt that such action was taken gratuitously.” ° 


HE FORGIVENESS is not gratuitous 
when it is by action of law. A com- 
pany owed money on notes, which remained 
unpaid till the statute of limitations barred 





5 Pancoast Hotel Company [CCH Dec. 13,317], 
2 TC 362 (1943). 

6 McConway & Torley Corporation [CCH Dec. 
13,444], 2 TC 593 (1943). 

7S. H. DeRoy & Company 
13,932(M)], 3 TCM 451 (1944). 

8 George Hall Corporation [CCH Dec. 13,264], 
2 TC 146 (1943). 

» Elizabeth Operating Corporation [CCH Dec. 
13,510(M)], 2 TCM 817 (1943). 


[CCH Dec. 
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action thereon. The creditor’s action in 
allowing the statute to run was a gift, 
claimed the company; but the court 
disagreed: “The rule of the American 
Dental Company case applies only where the 
creditor acts voluntarily. In the case 
at bar the creditor did not perform any act 
of cancellation, nor gratuitously or other- 
wise forgive or affirmatively release the 
debts. He merely failed to act within the 
statutory period and thereby made available 
to the debtor a defense.” * The released 
assets represented taxable income. 


Where a corporation in financial dif- 
ficulties made a tax compromise with the 
Treasury, the Commissioner sought to tax 
the difference between the amount due and 
the settlement, on the grounds that the 
government “cannot make a ‘gift’. Assum- 
ing the proposition to be true, it does not 
follow that settlement pursuant to statutory 
authority was not in the nature of a gift 
and was not ‘akin to a reduction’ of the tax 
imposed. We believe that the basic prin- 
ciple of the American Dental Company case 
is applicable to the situation before us.” ™ 


The fact that a corporation has showed 
its “gratitude” for the forgiveness will not 
deprive this forgiveness of its gratuitous 
character. A large stockholder forgave a 
corporate debt at a bank’s insistence, and 
the corporation gave her some of its own 
shares in appreciation. The court did not 
believe that there was any consideration, in 
view of the corporation’s financial condition 
and the stockholder’s interest in it.” 


3ut where a note is reduced for a con- 
sideration, the doctrine will not apply. A 
corporation owed an individual a sum, to 
be paid off at specified times. The in- 
dividual offered the corporation a credit of 
two dollars for each one dollar paid off in 
advance; and the Commissioner claimed 
that the excess of the credit above the 
advance was income to the corporation. The 
court rejected the corporation’s claim that 
this was a gift, on the ground that “there 
was consideration for the forgiveness of 
part of the debt. If a debtor pays his debt 
or part of it before it is due, the considera- 
tion is sufficient to support a promise by 
the creditor.” * 





10 Securities Company v. U. 8. [481 ustc 
{ 9239], DCN. Y., 1948. 


11 Manhattan Soap Company, Inc. [CCH Dec. 
13,825(M)], 3 TCM 257 (1944). 


12 Tanner Manufacturing Company [CCH Dec. 
13,319(M)], 2 TCM 305 (1943). 


13 Reliable Incubator and Brooder Company 
[CCH Dec. 15,128], 6 TC 919 (1946). 
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The source of the canceled indebtedness. 
is without significance. “It is not a distinc- 
tion that the debt was for money borrowed.” ™* 
The effect of the American Dental case 
reaches into the whole realm of gifts, even 
the great “giveaways” on the radio. But 
it “is not believed, despite the implications 
of Helvering v. American Dental Company, 
that the element of donative intent 
is now to be required in determining 
whether a gift has been made.” * 


All of the aspects of a gift, however, are 
not regarded. “. although the Amer- 
ican Dental case held that the discharge of 
indebtedness was a gift the Treasury has 
never yet assessed a gift tax against this 
type of forgiving creditor.” ** As Edwin S. 
Reno said at the New York University 
Sixth Annual Institute, “Even though the 
forgiveness is gratuitous as it is considered 
in the American Dental case it may still be 
without donative intent. Apparently it is 
more blessed to give than to donate.” 


HE PROBLEM is difficult because of 

the number of questionable factors in- 
volved. “The opinion in the Dental case 
discloses three elements which invite an- 
alysis: (1) the elimination of the ‘deduc- 
tion’ approach on a ‘tax benefit’ theory, 
(2) a clarification of the ‘donative intent’ 
concept, and (3) the matter of ‘considera- 
tion’.”** And the “dividing line has been 
hazy and subject to much dispute.”™ As 
a 1949 dissenting opinion declared, the 
Dental case “shows that both Congress and 
Internal Revenue Regulations have taken 
varying views as to whether a taxpayer 
should pay an income tax on such balance 
sheet improvements.” So troublesome is 
this Dental concept, that one notes with 
wonderment Thomas Hood’s observation of 
a century ago: 
“Of all our pains, since man was curst... 
To name the worst, among the worst, 
The dental sure is transcendental.” 


[The End] 





14 National Ice and Cold Storage Company of 
California [CCH Dec. 15,597(M)], 6 TCM 80 
(1947). 

15 Seymour S. Mintz, ‘‘ ‘Pot O’ Gold’ in the 
Tax Court,’’ TAXES—The Tax Magazine, Oc- 
tober, 1946, p. 940. 

1% Joyce Stanley and Richard Kilcullen, The 
Federal Income Tax (Clark Boardman Com- 
pany, Ltd., 1948), p. 28. 

17 Joseph B. Lynch, ‘‘Some Tax Effects of 
Cancellation of Indebtedness,’’ 13 Fordham Law 
Review 159 (November, 1944). 

18 Norris Darrell, ‘‘Creditors’ Reorganization 
and the Federal Income Tax Law,” 57 Harvard 
Law Review 1009 (September, 1944). 

1” Mr. Justice Reed in Commissioner v. Jacob- 
son [49-1 ustc { 9133], January 17, 1949. 
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SUPREME COURT 


Production taxes: Liability of lessee of 
mineral rights on allotted and restricted In- 
dian lands.—A lessee of mineral rights in 
allotted and restricted Indian lands is not 
exempted by the United States Constitution 
from payment of nondiscriminatory state 
gross production taxes and state excise taxes 
on petroleum produced from such lands. 
The taxes imposed on the operations of the 
lessees constitute nothing but a theoretical 
interference with governmental functions. 
Private persons claiming immunity for their 
ordinary business operations, although these 
may be conducted in connection with gov- 
ernmental activities, have no implied consti- 
tutional immunity from taxation based on 
asserted hypothetical interference with gov- 
ernmental functions. Such immunity may 
be granted only by action of Congress.— 
Oklahoma Tax Commission v. Texas Com- 
pany; Oklahoma Tax Commission v. Magnolia 


Petroleum Company, 2 CCH Strate Tax 
Cases REports J 200-032. 


Tax claims in bankruptcy: Date when in- 
test ceases.—Tax claims against a bankrupt 
bear interest only to the date of filing the 
petition in bankruptcy and not to the date 
of payment. The former practice of the 
courts to allow interest on tax claims to the 
date of payment in cases arising prior to 
the 1926 amendments and the Bankruptcy 
Act was based on the judicial construction 
of the then Section 64a, which gave taxes 
absolute priority and dispensed with proof. 
The courts had decided from this that taxes 
were not claims in bankruptcy and should 
not be treated as such. This construction 
was overruled by the 1926 and 1938 Acts, 
which placed taxes in the same category as 
other claims on which interest was not al- 
lowed after filing the petition.—City of New 
York v. Saper; State of New York v. Carter; 
United States v. Carter, 2 CCH State Tax 
Cases Reports { 200-033. 
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APPELLATE AND OTHER COURTS 


Estate tax: Renunciation under power of 
appointment: Donee of power not intestate 
successor.—Decedent received a life income 
in property transferred in trust by her father, 
coupled with a general testamentary power 
of appointment. In default of exercise of 
the power, the income otherwise payable to 
decedent was payable to the settlor’s grand- 
children with remainder interests to their 
issue. Decedent exercised the power in favor 
of her son, who was her sole heir at law. 
After decedent’s death in 1939, the son re- 
nounced all right to receive the property 
under the power, which renunciation was 
given effect by the state court having juris- 
diction over decedent’s estate. Under the 
law effective prior to the 1942 amendments 
relating to powers of appointment, the value 
of the property subject to the power was 
held not includible by reason of the attempted 
exercise. Helvering v. Grinnell, 35-1 ustc 
79107, 294 U. S. 153, followed. Nor was 
such property includible under Code Section 
811 (a), as property which passed intestate 
from decedent’s father’s estate to decedent, 
as successor to her father. Under applicable 
Pennsylvania law, a legacy in default of 
appointment vests in the legatee on the testa- 
tor’s death, subject to being divested upon 
effective exercise of the power. In this case, 
an effective exercise was prevented by the 
renunciation, so that the property was cov- 
ered by the default provisions. Legislative 
revision of the Dobson doctrine was consid- 
ered to eliminate any necessity for determin- 
ing whether or not it was applicable.— 
CA-3. Commissioner of Internal Revenue, 
Petitioner v. Estate of Charlotte D. M. Car- 
deza, Fidelity-Philadelphia Trust Company and 
Thomas D. M. Cardeza, Executors, Respond- 
ents. Estate of Charlotte D. M. Cardeza, Fidel- 
ity-Philadelphia Trust Company and Thomas 
D. M. Cardeza, Executors, Petitioners v. Com- 
missioner of Internal Revenue, Respondent, 
49-1 ustc J 10,708. (Continued on page 387.) 
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Books ... 


Supreme Court Studies 


[The review of the following three books 
is the work of William N. Ethridge, Jr., 
professor of law at the University of Mis- 
sissippi Law School, and is reprinted, by 
permission, from the December, 1948 issue 
of the Vanderbilt Law Review.} 


The Roosevelt Court: A Study in Judicial 
Politics and Values. C. Herman Pritchett. 
Macmillan Company, New York. 1948. 314 
pages. $5. 

Lions Under the Throne. Charles P. Curtis, 


Jr. Houghton Mifflin Company, Boston. 
1947. 361 pages. $3.50. 


The Nine Young Men. Wesley McCune. 
Harper & Brothers, New York. 1947. 293 
pages. $3.50. 


The Supreme Court of the United States 
performs essentially a _ political, gove-n- 
mental function. This was not entirely true 
prior to the Act of 1925, but after that date 
the Court could choose the cases it would 
hear. That choice has rightly been directed 
toward matters of broad public concern, such 
as civil liberties, the extent and exercise of 
state and federal powers in the regulation 
of business, and social and economic serv- 
ices to the people. 


The idea that the Court is only a court 
of law, interpreting absolutes as constitu- 
tional and legal principles, is one of the 
great popular myths of our time. I say 
“popular,” because those who have been 
studying the Court’s work, past and present, 
have, perforce, long since been disabused of 
that idea. 


And, in fairness, the Court does not gen- 
erally act on that myth. The difficulty is 
that, as Charles Curtis says, this popular 
fiction “heads the court in the wrong direc- 
tion. It backs into the questions it ought 
to face.” 


But what inquiry do we face? It is the 
accommodation of the Court to the needs 
and wishes of our representative democracy. 
No such adjustment existed at the time of 
the Dred Scott? and Hoosac Mills* cases. The 
people wanted slavery abolished and federal 





143 Statutes 938 (1925); 28 U. S. C. A. Sec- 
tion 347 (1928). 


2 Dred Scott v. Sanford, 19 How. 393, 15 L. 
Ed. 691 (1857). 
3U. 8. v. Butler, 297 U.S. 1 (1936). 
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aid to agriculture granted. They got it in 
each instance a few years later. 


This needed accommodation must be the 
result of an enlightened legal tradition and 
of a general understanding by the citizenry 
of the history and functions of the Court. 
With either absent, both the Court and the 
people suffer. These books undertake in 
variant degrees to study the Court in the 
perspective of these factors. They are worth 
while to the extent that they develop them. 


Pritchett studies the personal and political 
influences and the voting behavior of the 
justices appointed since 1937. An associate 
professor of political science at the Univer- 
sity of.Chicago, he is concerned with “the 
social and psychological origins of judicial 
attitudes and the influence of individual pre- 
dilections on the development of law.” This 
ambitious purpose is not achieved in this 
book. Much of the material is a historical 
narrative of decisions in the past two 
decades. Perhaps the most interesting items 
are the novel tables and charts which 
Pritchett uses to indicate his estimates of 
the positions of the justices in important 
cases where dissents were registered. He 
traces what he considers to be the formation 
and distintegration of judicial blocs in the 
Court, as well as changes in individual atti- 
tudes. His analysis indicates that the closest 
alignment into left- and right-wing blocs 
existed during the years of greatest pressure, 
1938-1940. After that, as pressure relaxed, 
agreement relationships within the left wing 
began to diminish, and extremes of agree- 
ment and disagreement among the justices 
began progressively to disappear. The bloc 
on the left has varied, but now includes 
Black, Douglas, Murphy and Rutledge. On 
the right in most cases are Vinson, Jackson, 
Frankfurter and Burton, with Reed being 
closer to them than to the left. 

But Pritchett aims further. He undertakes 
by charts to indicate some judicial motiva- 
tions and values in terms of which the jus- 
tices have been making their decisions. He 
graphs judicial alignments in terms of five 
general subject-matter areas: economic regu- 
lation, civil liberties, crime and punishment, 
administrative agencies and labor. From 
these charts he draws several conclusions. 
He thinks that Douglas and Black, for ex- 
ample, are more positive libertarians in state 
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than in federal cases. Murphy “stresses in- 
dividual ‘rights more than economic issues.” 
The fundamental division is “between con- 
flicting systems of preference on matters of 
social and economic policies.” And so on. 


But none of these are new. Anyone who 
has been reading the Court’s decisions in 
the past decade would probably give similar 
opinions without the aid of charts and 
graphs. The validity of such opinions is an- 
other matter; it is impossible to categorize 
individual justices. And the author implicitly 
admits this when he notes the disintegration 
of voting blocs after 1941. Moreover, such 
a mechanistic approach as a basis of opinion 
is simply a dissertation on an opinion. Yet 
in fairness Pritchett says these devices only 
“offer some clues” and are “relatively crude 
tools.” We may all agree that after the 
recent national elections, public-opinion 
polls, as well as judicial polls, are poor de- 
vices for predictions. 

Chapter 10 is an interesting essay on “the 
plight of a liberal court.” Admittedly, Amer- 
ican liberalism has failed to produce a “con- 
sistent” social and economic philosophy. 
But consistency may not be the virtue. The 
liberal judicial tradition inherited by the 
Roosevelt Court was a divided one. Holmes 
believed in judicial self-restraint to effectuate 
the popular will, but Brandeis was more of 
an activist. He believed in using liberalism 
to motivate progressive goals of public 
policy. Both were realists. But both always 
considered consistency in pragmatic analysis 
more important than in the doctrinaire sense. 


Though it rejected old absolutes, the irony 
was that the Roosevelt Court adopted its 
own absolutes in the field of civil liberties. 
Save these, basic decisions on most policy 
questions have been entrusted to the institu- 
tion directly responsive to popular control, 
the Congress. Pritchett fears that the 
“heady brew” of the Bill of Rights is leading 
the Court into an “explosive mixture which 
may get out of control of the court, as in 
the picketing cases.” Perhaps a more perti- 
nent criticism would be that the Court mis- 
took its governmental function for that of 
a spiritual guide under the First Amendment 
to all of our governments. The assumption 
of the Gitlow case* should never have been 
developed into the cliché of the Los Angeles 
Times case For better or worse, the Court 
is now father-confessor to all communities 
in the nation. 

Wesley McCune, of Time magazine, in his 
The Nine Young Men, is more interested in 
‘Gitlow v. New York, 268 U. S. 652 (1925). 

5 Times-Mirror Company v. Superior Court of 
California, 314 U. S. 252 (1941). 
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what one radio commentator calls “the 
human side of the news.” He narrates a 
number of delightful anecdotes about mem- 
bers of the Court. And he writes of the past 
ten years with the verve and perspective of a 
good newspaperman. This book will be of 
special interest to the lay reader because of 
its sprightly style and the brief histories 
of significant events. 


The real atomic effect of Roosevelt’s 1937 
plan to reorganize the Court was to change 
its attitude on federal powers. Chapter 3 of 
this book is the only place where I have 
seen a complete account of that memorable 
battle in Congress and out of it. 


Judge Black is one of the most maligned 
men on the Court, and one of the ablest. 
It is a pleasure to see an objective and fair 
estimate of the great value of his work. He 
is an affirmative justice, never neutral in his 
impacts, comparatively unincumbered by 
professional abracadabra. Charles Beard 
has said in The Republic that Black’s opinion 
in Chambers v. Florida* “will ring with 
power as long as liberty and justice are 
cherished in our country.” And of equal 
value are his contributions to the definition 
of Congressional power as to property in- 
terests under the Fourteenth Amendment. 

Equally good are perceptive biographical 
sketches of the other justices, and the ac- 
count of the “feud” between Jackson and 
Black. McCune thinks Jackson is the one 
primarily at fault, for reasons he discusses at 
some length. McCune has an interesting list 
of the times the present Court has reversed 
itself in the past ten years, which supple- 
ments Brandeis’ list in his dissent in Burnet 
v. Coronado Oil & Gas Company.’ The verve 
and enthusiasm with which this book is 
written make it unquestionably the most 
interesting of the three for the nonprofes- 
sional reader. 


Curtis is basically a constitutional philoso- 
pher, with an informal, clear style and a 


gift for irony. All of these be uses with 
effect in his Lions Under the Throne. His 
book is on a higher intellectual and literary 
level than the two preceding volumes. It is 
not a history of the Supreme Court or of 
the Constitution, except incidentally. It is a 
group of interrelated informal essays on the 
functions of the Court and the Constitution 
in our system of government. Although his 
ideas are not new, they are stated here more 
felicitously than anywhere else I know. And 
they should be restated whenever possible. 
Conceptualism and the Constitution have too 
often drifted off into the dream world of 


6 309 U. S. 227 (1940). 
7285 U. S. 393 (1932). 
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‘the now defunct Hays Office, or, more 





locally, into the censorious animadversions 
of Memphis’ Mr. Binford. 


Curtis urges a pragmatic interpretation of 
the Constitution. Its authors meant no more 
than what they said; and “what they left 
unsaid, they left open for us to decide.” 
Within its broad framework, the Constitu- 
tion should permit a continuing expression 
of the popular will. The Court may be the 
guardian of the Constitution, but the ques- 
tion in the old song is here apropos: “Who’s 
taking care of the caretaker’s daughter when 
the caretaker’s busy taking care?” 


“The Court is operating with mirrors. As 
it approaches the image of this reasonable 
being, the Justices find that they are ap- 
proaching themselves, and that the doubts 
they ascribe or impute to him are really no 
more than their own. In that case, outside 
of a purely conventional discipline, the 
phrase ‘beyond rational doubt’ comes to 
mean only a degree of the intolerable, beyond 
what Holmes once referred to as our Can’t 
Helps, across the no man’s land of indif- 
ference, and on until they are up against the 
blind wall of We Can’t Stand It.”* 


Curtis points out that the Court is “a’ 


tenant in sufferance.” Its appellate jurisdic- 
tion is controlled by Congress and the num- 
ber of its members is fixed by Congress, 
which can also control enforcement of its 
judgments. The value of the Supreme Court 
lies in the wisdom and self-restraint of its 
justices. And these latter attributes must 
be exercised in two main fields. 


The “federal problem” is to reconcile na- 
tional government with local participation, 
and political result with the economic power 
of business and labor. 


But we also recognize under the Constitu- 
tion certain fundamental, natural rights in 
man as an individual, which no government 
may abridge or infringe upon. And we ex- 
pect the Court to see to this. This task 
“calls for something more than statesman- 
ship, almost priestcraft.” Since the justices 
deal with such absolutes, Curtis says we are 
inclined to impute “something ultimate and 
absolute to their opinion.” And he may be 
absolutely correct, if conventional legal 
thought is any criterion. As lawyers, we 
may expect a particular principle in torts or 
contracts, for example, to be predictable; 
but we should not expect that to be true in 
constitutional law. The large mass of cases 
before the Court in the past decade “have 
had no reference whatever to ordinary law- 
suits between individuals.” 





oP. S2. 
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It is perhaps regrettable that we do not 
criticize the Court enough. Curtis has an 
extremely interesting suggestion in this re- 
spect: 


“The function of the bar on these public 
questions is sometimes not fully understood. 
The bar not only aids the Court by arguing 
the issue before it. The bar is a special set 
of experts retained by the public at large 
to read the Court’s opinions and expound 
them to the people. The people not only 
have a right to criticize the Court. They 
have professionals to help them do it. It is 
a double pity when the bar is so eager to 
defend the Court’s prestige that it goes back 
on its public clients.” ® 


Constitutional doctrines may be fact or 
fancy, but most often they are the latter. 
A%& Judge Learned Hand once said, “it al- 
ways gives an appearance of greater author- 
ity to a conclusion to deduce it dialectically 
from conceded premises than to confess that 
it involves the appraisal of conflicting inter- 
ests.” Abstractions being popular sign- 
posts, are instruments with which to find 
one’s way about the world. But Curtis be- 
lieves that they are no more than this. 


With these premises, the author briefly 
examines the personal, biographical back- 
ground of each of the justices of the past 
fifteen years, and then makes an analytical 
study of the facts, in an informal manner, 
with reference to the decisions in a number 
of fields, such as railroad pensions, the 
NRA and government regulation of busi- 
ness, the AAA and regulation of agri- 
culture, the Guffey Coal Control Act and 
the coal industry, and minimum wages. All 
of these have reference to the “old court 
and new deal.” 


He then discusses with considerable verve 
the “new court.” In place of the substantial 
modifications made by the present Court 
upon the principle of intergovernmental tax 
immunity, and the admittedly inconsistent 
stands taken by the majority, Curtis thinks, 
for example, that the proper solution would 
be that recommended by Justice Black in 
the Northwest Airlines case." The Constitu- 
tion gives to Congress the power to regulate 
commerce among the states; and until Con- 
gress does that, the Court should not try 
to formulate rules to meet national problems 
arising from state taxation which affects 
interstate commerce. He recommends that 


*?. C7. 
10 Spector Motor Service, Inc. v. Walsh, 139 
F. (2d) 809 (CCA-2, 1943). 


11 Northwest Airlines, Inc. v, Minnesota, 322 
U.S. 292 (1944). 
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we adopt John Dewey’s philosophy in this 
respect: “If it won’t work, call in Congress.” 


Other illustrations used by the author to 
indicate the difficulty in an opposite approach 
are narrated under chapters entitled “Dele- 
gated Judicial Legislation” and ‘Personal 
Liberties.” He is one of the few who have 
seen the irony in the position of Justice 
Black with reference to the due process 
clause of the Fourteenth Amendment. Cer- 
tainly its extension to state legislation in the 
field of civil liberties under the First Amend- 
ment is just as unwarranted as was its ex- 
tension to the protection of property rights. 
Nor is it justified by Black’s explanation that 
the First Amendment is “more specific than 
the Fourteenth.” ” 


But what is the scope and extent of the 
Court’s power? Here a pragmatic approach 
demonstrates the strength and weakness of 
the author’s rationale. Of course it is limited 
by what Judge Stone once referred to as 
the Court’s own self-restraint. It must re- 
member, not forget, that it is a part of our 
government, whose job is to cooperate with 
the Congress and the executive. And every- 
thing it does must be done from inside the 
legal tradition—this despite the fact that for 
most purposes it is not a court of law. Then, 
in order to operate democratically, the Court 
must be not only wise but prudent. The 
justices “must keep what is called their per- 
sonal predilections as far from them as they 
can.” They must have “respect for the coun- 
try’s desire to have its own way, and that 
is an act of faith, not of will.” 


The system demands too much of any 
judge. The Court’s success is in proportion 
to the degree to which the Court meets these 
standards. Certainly Curtis is correct in 
saying that the Court must never forget that 
it is dealing with our convictions and our 
major premises. 


ClO Tax Program 


A Federal Tax Program to Promote Full 
Employment. Department of Education and 
Research, Congress of Industrial Organiza- 
tions, 718 Jackson Place N. W., Washing- 
ton 6, D. C. 1949. 28 pages. $1. 


A resolution adopted on November 24, 
1948, by the Congress of Industrial Organi- 
zations at its Tenth Constitutional Conven- 
tion affords the basis for the federal tax 
program which this organization sponsors in 
its recently issued Pamphlet No. 160. 


12 Federal Power Commission v. Natural Gas 
Pipe Line, 315 U. S. 575 (1942). 


The resolution provides: 


“1. That exemptions be raised from their 
present inadequate levels to $3,000 for mar- 
ried couples, $1,500 for single individuals, 
$600 for each dependent; and 


“2. That an undistributed and excess 
profits tax be enacted to tax away present 
exorbitant and speculative profits; and 


“3. That present loopholes in our tax 
structure be closed, such as the elimination 
of tax exempt bonds, an increase in the 
capital gains tax, repealing the income split- 
ting provisions of the Revenue Act of 1948, 
integrating and tightening the estate and 
gift tax structure; and 

“4. That all excise taxes not regulatory in 
character be repealed; and 


‘ce 


5. That we declare ourselves to be un- 
equivocally opposed to sales taxes, manu- 
facturing excise taxes, and wage pay roll 
taxes that are now spreading in certain 
cities and localities; and 

“6. That we recognize for what it is the 
drive sponsored by big business groups to 
eliminate so-called ‘double taxation’ on cor- 
porate income as a move to reduce taxes of 
the wealthy and declare ourselves: unequiv- 
ocally opposed to it; [and] 


“7. That appropriate steps be taken 
through legislation and revision of existing 
regulations to prevent abuses by business 
organizations seeking to evade taxes by 
assuming the guise of nonprofit institutions 
and charitable trusts.” 


Quite naturally, the CIO program accents 
that ancient tax maxim, “ability to pay,” 
and concerns itself with a distribution of the 
tax burden away from the income group 
which makes up the great majority of the 
CIO membership. We have no quarrel with 
this thesis. It is easy to see how high gov- 
ernment budgets require a burden so heavy 
that the low-income groups are prevented 
from acquiring things thé individual would 
like to have—as the CIO puts it, “tax re- 
duction to the low income groups makes 
more money available to those who will use 
it almost exclusively for consumption.” The 
zealousness of the CIO for its own has 
almost a moral tone, but what Congress 
must decide when debating a tax program 
is the moral corollary that high taxes on 
one group which has a higher earning 
capacity are to a certain extent confiscatory 
of the property of that group. Apparently 
ignoring this, the CIO has set forth a series 
of charts showing that a redistribution of the 
burden according to its program will pro- 
duce at least the required amount of revenue. 
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The CIO program leans heavily on cor- 
poration profit taxes for revenue: “.. . the 
largest corporations which expanded during 
the war and stand to continue high profits in 
the immediate future (automobiles, steel, 
etc.) have received the major tax reduc- 
tions, while smal] business has been left 
almost completely with its wartime tax rates. 
It would follow, therefore, that the post-war 
corporate tax, while increasing taxes on cor- 
poration profits generally, should be so 
geared that small corporations would not 
pay any more, but on the contrary, their tax 
might well be reduced substantially.” 


The program calls for repeal of most of 
the excise taxes, this proposal being based 
on the TNEC figures, which often have been 
employed to prove that the burden of the 


sales tax falls most heavily as a percentage 
of income on the person who must spend 
nearly all of his income to live. The chart 
used by the CIO shows that state and local 
taxes are the most onerous in this respect. 
This seems to point up a problem rather than 
to offer a solution. The trend among the 
states and local communities is toward the 
increased use of sales and excise taxes; and 
withdrawal from this field by the federal 
government, while to a certain extent lessen- 
ing the over-all burden on the consumer 
for the period immediately after the repeal 
of the federal excise taxes, might serve at 
the same time as an invitation to state and 
local authorities to step in and step up their 
occupancy of this tax field, to the ultimate 
increase of the consumer’s burden. 
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prevent labor turnover, and would benefit 
the corporation over the contemplated twenty- 
year period, during which the corporation was 


under no obligation to make further contribu- - 


tions. It was immaterial that the trust was 


created to preserve the good will which had 
existed theretofore, and that a state court 
had declared the expenditure to be a proper 
corporate outlay. (Robertson v. Steele’s Mills 
et al., 49-1 ustc J 9177, No. 5823, CA-4.) 
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Life insurance: Irrevocable transfer: Pre- 
miums paid by beneficiary.—Decedent’s wife 
was the named beneficiary in four policies 
which he irrevocably assigned to her. 
Thereafter she paid the premiums. Dece- 
dent had paid the premiums up to the time 
of the assignments. Decedent’s wife sur- 
rendered the policies and requested that they 
be changed to fifteen- and twenty-payment 
life plans and a paid-up participating policy. 
Decedent died in 1944. In computing the 
inheritance tax, the amount paid by dece- 
dent’s wife, as premiums on the four policies, 
was deductible from the proceeds of the 
four policies and the balance was includible 
in decedent’s taxable estate—Minn. Mrs. 
Marion M. Pearson, formerly Marion Micka, 
Executrix of the Estate of Edward J. Micka, 
Deceased et al. v. Commissioner of Taxation, 
CCH INHERITANCE ESTATE AND Girr TAx 
REpORTS J 16,386. 





Books ... Articles 


STATE COURTS 
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Lifetime transfer: Contemplation of death. 
—In 1935, decedent, aged eighty-six years 
at the time of her death in 1947, made 
Christmas gifts of $50,000 to each of her 
children and also to four grandchildren, the 
children of a deceased daughter. Decedent’s 
estate, after the gifts had been made, was 
valued at over $500,000. She was active in 
the affairs of her household, church and 
family and enjoyed unusually good health. 
Decedent and her husband operated a meat- 
processing business, in which she was active, 
and its success was built on the cooperation 
of the entire family. The gifts were held 
to have been made in recognition of this 
cooperation and not in contemplation of 
death—Ohio. In re Estate of Katharina 
Hildebrant, Deceased et al., CCH INHER- 
ITANCE ESTATE AND GIFT TAX REPORTS 
1 16,393. 

















































































































































































































RELIEF IN THE INCOME TAX PROVISIONS—Continued from page 368 | 





ties in an affiliated corporation. As to 
stock, the loss is treated as an ordinary 
loss; as to obligations, it is treated as a 
bad debt. The one limitation placed on 
this bad debt deduction is that it is not 
allowable until the obligation becomes 
totally worthless. 


“Securities” means stocks, bonds, de- 
bentures, notes or certificates or other 
evidences of indebtedness issued with in- 


terest coupons or in registered form. An 
“affiliated corporation” is one in which 
the taxpayer, a domestic corporation, di- 
rectly owns at least ninety-five per cent of 
each class of stock, and in which more than 
ninety per cent of its gross income for all 
taxable years has come from sources other 
than royalties, rents, dividends, interest, 
annuities or gains from sales or exchanges 
of stock and securities. [The End] 








ACQ. AND NON-ACQ.—Continued from page 290 


at least a month ahead of the deadline for 
filing suit against the original rejection. 
Should the taxpayer be blamed for trusting 
the Commissioner’s word that he would 
make good his own error (see point 4 above) ? 
How can the Commissioner concede that his 
rejection was invalid and then turn around 
to hold it valid, nevertheless, for the pur- 
pose of tolling the statute for filing suit? 
But even if it were conceivable that he did 
truly believe in this tortuous logic, he could 
still have kept faith with the taxpayer by 
executing Form 907 to extend the statute. 
When the shoe is on the other foot, e. g., 
when tax return examinations are begun at 
the last moment, he never fails to send out 
the corresponding Form 872 on time. In- 
stead of doing this straightforward thing 
to correct his own admitted error, he simply 
held on to the new claims until after the 
deadline and then said he was very sorry! 


I hope you agree with me that democratic 
ideals of fairness and common decency in 
tax administration can best be protected and 
preserved by giving the widest possible 
publicity to all lapses from it. 


GABRIEL A. D. PREINREICH 
NEw York Clty 


Dividend Payments 
Sir: 


In the March issue of Taxes Lewis Gluick 
discussed the question of what constitutes 
payment of a dividend, so far as Section 102 
is concerned. 


I believe that a corporation would obtain 
no benefit with respect to Section 102 un- 
less a dividend was actually paid during its 
fiscal year. 


Section 102 (d) (2) defines undistributed 
Section 102 net income, specifically refer- 
ring to Section 27 (b). A scrutiny of Sec- 
tion 27 (b) as well as Section 29.27 (b)-2 
of Regulations 111 clearly indicates that a 
dividend must actually be paid during the 
year. 


Marvin D. Waters, CPA 
St, Louts 


Sir: 


In the March issue Lewis Gluick re- 
ferred to a search for a positive answer as 
to whether a dividend declared in Decem- 
ber and payable in January would avoid the 
tax under Section 102. Section 102 provides 
for a deduction of the basic surtax credit 
provided in Section 27 (b). Regulations 
under Section 27 (b) (Regulations 111, Sec- 
tion 29.27 (b)-2) state that an allowance for 
dividends paid will not be permitted unless 
the shareholder ‘receives the dividend dur- 
ing the taxable year for which the credit is 
claimed. This appears at 492 { 369B in the 
CCH STANDARD FEDERAL TAx REPORTER, 


In spite of the Regulations, a corporation 
would certainly have a strong argument that 
Section 102 should not be applied if most 
of its earnings were distributed shortly after 
the close of the year and this was the date 
at which dividends were customarily paid. 


Lorin A, TorrEY 
SAN FRANCISCO 
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State Tax Calendar 





ALABAMA May 15—— 


May 1 Gross income report and payment due. 


Automobile dealers’ report due. 





May 20—— 
Motor carriers’ report and tax due. 
Property tax return due (last day). 
Use fuel tax report and payment due. 


May 10—— 


Alcoholic beverage report and tax of 
public service licensees due. 

Alcoholic beverage report of wholesalers 
and distributors due. May 25 

Automobile dealers’ report due. 

Tobacco stamp and use tax report and 
payment due. 

Tobacco wholesalers’ and jobbers’ report 

due. 


May 15—— ARKANSAS 


Motor vehicle fuel distributors’, whole- 
salers’, and carriers’ report and pay- 
ment due. 


Carriers’, warehouses’ and transporters’ May 10—— 
gasoline tax report due. . Alcoholic beverages report due. 
Carriers’, warehouses’ and transporters’ Motor fuel carriers’ report due. 
lubricating oils tax report due. Statement of purchases of natural re- 
Motor carriers’ mileage report and tax sources due. 


due. 

Oil and gas conservation tax report and May 15—— 
payment due. 

Oil and gas production tax report and 
payment due. 


Income tax return, information return 
and first installment due. 


May 20—— 
May 20—— “f ot d 
; ross ‘ ay 
Automobile dealers’ report due. toe PRS Oh INTE AS Gage 


Coal and iron ore mining tax report and 
payment due. 
Diesel fuel tax report and payment due. 


Use fuel tax report and payment due. 


Gasoline tax report and payment due. May 25—— 

Lubricating oils tax report and payment Motor fuel tax report and payment due. 
due. Natural resources severance tax report 

Motor fuel tax report and payment due. and payment due. 


Sales tax report and payment due. 


CALIFORNIA 
ARIZONA May 1 








First Monday Common carriers’ distilled spirits tax 


Property tax second semiannual install- report and payment due. 
ment due (last day). Gasoline tax report and payment due. 


May 5 May 15—— 
Alcoholic beverages licensees’ report due. Beer and wine report and tax due. 
Common carriers’ report of alcoholic 









May 10 beverages imported due. 
Wholesalers of malt, vinous and spirituous Distilled spirits report and tax due. 
liquors, report and payment due. Use fuel tax report and payment due. 
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May 20—— 


Motor carriers’ gross receipts report and 
tax due. 


Last Monday 
Property tax return due (last day). 


COLORADO 
May 1 
Franchise tax due. 


May 5—— 
Alcoholic beverage manufacturers’ report 


due. 
Motor carriers’ tax due. 


May 10—— 


Motor carriers’ report due. 


May 14— 
Sales tax report and payment due. 
Use tax report and payment due. 
May 15—— 
Coal mine owners’ report due. 


Coal tonnage tax report due. 
Denver sales tax report and payment due. 


May 20— 
Property tax return due (last day). 


May 25 
Diesel fuel tax report and payment due. 
Gasoline tax report and payment due. 


CONNECTICUT 
May 1—— 


Gasoline tax due. 


May 15—— 


Gasoline tax report due. 
Gasoline use tax report and payment due. 


May 20—— 
Alcoholic beverage tax return and pay- 
ment due. 


DELAWARE 
First Monday. 


Steam gas and electric companies’ report 
due. 


May 15—— 
Filling stations’ gasoline tax report due. 
Manufacturers and importers of alcoholic 
beverages, report due. 
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May 31 


Distributors’ gasoline tax report and pay- 
ment and carriers’ report due. 


DISTRICT OF COLUMBIA 
May 10—— 

Licensed manufacturers and wholesalers 
of beer, report due. 

Licensed manufacturers, wholesalers or 
retailers of alcoholic beverages, report 
due. 

May 15—— 


Beer tax 


May 25—— 
Gasoline tax report and payment due. 


due. 


FLORIDA 
May 1 
Auto transportation 
and tax due. 


May 10—— 


Agents’ and wholesalers’ cigarette tax 
report due. 

Manufacturers’ and dealers’ alcoholic bev- 
erages report and tax due. 


May 15—— 

Dealers’, importers’ and carriers’ gasoline 
report due. 

Gasoline use tax and report and gasoline 
nondistributors’ and carriers’ report 
due. 

Motor vehicle fuel use tax report and 
payment due. 

Transporters’ and carriers’ alcoholic bev- 
erage report due. 


May 25—— 
Gasoline sales tax and storage tax report 
and payment due. 
Oil and gas production tax report and 
payment due. 


companies’ report 


GEORGIA 
May 1 
Bank share tax report due (last day). 


Property tax return in counties of 
200,000 or more due (last day). 


May 10 
Cigar and cigarette wholesale dealers’ re- 
port due. 
Distilled spirits wholesale dealers’ report 
due. 
Motor carriers’ report due. 
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May 15—— 
Malt beverage tax report due. 


May 20—— 


Gasoline tax report and payment due. 


IDAHO 





May 1 
Mining claim report due (last day). 
Ore severance tax report due. 





Second Monday: 
Car companies’ (except sleeping car com- 
panies), railroads’, transmission lines’, 
telephone and telegraph companies’ 
property tax report due. 


May 15—— 

Beer dealers’, brewers’ and wholesalers’ 
report due. 

Cigarette wholesalers’ drop shipment re- 
port due. 

Electric power companies’ report and tax 
due. 

Gasoline tax report and payment due. 


May 25—— 


Gasoline dealers’ report and payment due. 
Use fuel tax report and payment due. 





ILLINOIS 
May 1 
Cook County bank share tax due (last 
day). 


Cook County personal property tax due. 
Cook County real property tax semi- 
annual installment due. 


May 10—— 


Motor carriers’ mileage tax report and 
payment due. 


May 15—— 
Alcoholic beverage tax report due. 
Cigarette tax return due. 


Public utilities’ tax report and payment 
due. 


Sales tax report and payment due. 





May 20 
Gasoline tax report and payment due. 


May 30—— 
Transporters’ gasoline report due. 


State Tax Calendar 


INDIANA 





May 1 
Alcoholic vinous beverage tax due. 


Private car companies’ property tax re- 
turn due. 


First Monday—— 
Property 
due. 


tax semiannual installment 


May 10—— 


Cigarette distributors’ interstate business 
report due. 


May 15—— 
Alcoholic vinous beverage tax due. 
Cigarette distributors’ drop shipment re- 
port due. 
Property tax return due (last day). 
Use fuel tax report and payment due. 


May 20—— 
Bank and trust companies’ 
tax report due. 
Bank and trust companies’ share tax re- 
port and payment due. 
3uilding and loan associations’ intangi- 
bles tax report and payment due. 


intangibles 





May 25 


Distributors’ and carriers’ gasoline tax 
report ‘and payment due. 


Fuel dealers’ use fuel tax report and 
payment due. 


IOWA 





May 1 
3ank share tax report due (last day). 


Property tax report of electric trans- 
mission line, telephone and telegraph, 
electric light and power, gas, water- 
work and street railway companies’ due. 


May 10—— 


Carriers’ gasoline tax report and payment 
due. 


Class “A” permittees’ beer tax report and 
payment due. 


May 20—— 
Gasoline tax report and payment due. 


KANSAS 
May 10—— 


Malt beverage report due. 








































































































































































































































May 15— 

Carriers’ gasoline and fuel use tax report 
due. 

Compensating tax report and payment 
due. 

Motor carriers’ gross ton mileage tax 
report and payment due. 



































May 20—— 


Sales tax report and payment due. 
Use fuel tax report and payment due. 























May 25—— 


Gasoline tax report and payment due. 




















May 31 


Express companies’ report due (last day). 














KENTUCKY 








May 2 
Stored distilled spirits tax due. 




















May 10—— 


Distilled liquors blenders’ and rectifiers’ 
tax payment due. 

Refiners’ and importers’ gasoline tax re- 
port due. 


























May 15—— 


Alcoholic beverage report due. 

Fuel use tax report and payment due. 

Passenger carriers’ mileage tax due. 

Public utilities’ gross receipts tax report 
and payment due. 


























May 20—— 
Cigarette wholesalers’ report due. 


Oil production tax report and payment 
due. 





























May 31 


Amusement and entertainment report and 
tax due. 




















Dealers’ and transporters’ gasoline tax 
report and payment due. 

Louisville income tax withholding agents’ 
payment due. 
























LOUISIANA 








May 1 
Public utility license and pipe line trans- 
portation tax due. 














Soft drinks tax report due. 








Tobacco tax report due. 
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May 10—— 


Importers’ beer report due. 

Importers’ gasoline tax report due. 
Importers’ kerosene tax report due. 
Importers’ lubricating oils report due. 


May 15 
Carriers’ beer report due. 
Carriers’ gasoline tax report due. 
Carriers’ kerosene tax report due. 
Carriers’ lubricating oils report due. 
Income tax return and first installment 

due. 

Intoxicating liquor report due. 
Soft drinks tax report due. 
Tobacco tax report due. 


May 20—— 


Beer wholesale dealers’ tax report and 
payment due. 

Fuel use tax report and payment due. 

Gasoline tax report and payment due. 

Kerosene tax report and payment due. 

Lubricating oils tax report and payment 
due. 

New Orleans sales and use tax report 
and payment due. 

Sales and use tax report and payment due. 








MAINE 
May 1 
Insurance companies’ premiums tax due. 
May 10—— 


Malt beverage manufacturers’ and whole- 
salers’ report due. 


May 15—— 


Telephone and telegraph companies’ and 
railroads’, including street railroads’, 
capital stock tax return due. 


May 25—— 
Use fuel tax report and payment due. 
May 31—— 


Gasoline tax report and payment due. 


MARYLAND 
May 1—— 
Chain store tax due. 
May 10—— 


Admissions tax payment due. 
Beer tax report and payment due. 


May 15—— 


Sales and use tax report and payment 
due. 
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May 30—— 


May 31 


May 1 


May 10—— 

Alcoholic beverage excise tax report and 
payment due. 

Meals excise tax report and payment due. 





Purchasers of cargo lots of motor fuel, 
report due. 





Gasoline tax report and payment due. 





MASSACHUSETTS 





Forest land products tax information re- 
turn due. 


May 20—— 
Cigarette tax report and payment due. 





May 31 


Motor fuel tax report and payment due. 


MICHIGAN 
May 5—— 


Carriers’ gasoline statement due. 


May 10—— 


Common and contract carriers’ report 
and fee due. 


May 15—— 


Sales tax report and payment due. 
Use tax report and payment due. 


May 20—— 


Cigarette tax report and payment due. 

Diesel fuel users’ tax report and payment 
due. 

Distributors’ gasoline tax report and pay- 
ment due. 

Fuel sold for use on vessels, tax due. 

Gas and oil severance tax report and 
payment due (last day). 


MINNESOTA 
May 10—— 


Carriers’ iron severance tax report due. 


Wholesalers’, brewers’ and manufacturers’ 
alcoholic beverage report due. 


May 15—— 


Interstate motor carriers’ mileage tax due. 
May 20—— 
Cigarette tax and report due. 
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May 23—— 
Distributors’ gasoline tax report and pay- 
ment due. 
Special use fuel tax report and payment 
due. : 












Tractor fuel sellers’ report due. 


May 31 


Property tax first semiannual installment 
due. 
Royalty tax due (last day). 





















MISSISSIPPI 








May 1 


Property tax second semiannual install- 
ment due. 























May 5—— 
Factories’ report due. 














May 10—— 
Admissions tax report and payment due. 







May 15—— 


Carriers’ gasoline tax report and payment 
due. 

Manufacturers, distributors and whole- 
salers of tobacco, report due. 

Retailers, wholesalers and distributors of 
light wine and beer, report due. 

Sales tax report and payment due. 

Timber severance tax report and pay- 
ment due. 

Use fuel tax report and payment due. 

Use tax report and payment due. 



























































May 20—— 
Gasoline distributors’, refiners’ and proc- 
essors’ report and payment due. 

















May 25—— 
Oil severance tax and report due. 




















May 31 


Carriers of passengers and property, fuel 
use tax report and payment due. 

Common and contract carriers of pas- 
sengers, gross revenue tax quarterly 
installment due. 

Use fuel tax, on fuel other than gasoline, 
and report due. 






































MISSOURI 








May 1 
Insurance companies’ premiums tax due. 
Utilities’ ad valorem tax statement due. 
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First Monday. 


Merchants’ and manufacturers’ property 
tax return due. 


May 5—— 


Nonintoxicating beer permittees’ report 
due. 


May 10—— 
Oil inspection tax report and payment 
due. 


Receivers of petroleum products, report 
due. 


May 15—— 


Alcoholic beverage sales report due. 


May 25—— 
Use fuel tax report and payment due. 


May 31—— 
Freight line, railroad and street railway 
companies’ report due. 


Gasoline distributors’ report and payment 
due. 

Soft drinks manufacturers’ 
payment due. 


report and 


MONTANA 
May 1—— 


Moving picture theater licenses 
and tax due. 


issued 


May 15—— 


Brewers, wholesalers and transporters of 
beer, tax report and payment due. 
Carriers’ gasoline tax report due. 
Electric companies’ report and tax due. 
Gasoline tax report and payment due. 


May 20—— 


Producers, transporters, dealers and re- 
finers of crude petroleum, report due. 


May 30—— 

Telephone companies’ tax and report due. 
May 3i1—— 

Foreign corporation annual report to 


county due (last day). 


NEBRASKA 
May 1 


Fire insurance companies’ gross premi- 
ums tax first installment due. 
Real property tax first installment due. 
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May 10—— 
Cigarette distributors 


’ 


report due. 


May 15—— 


Alcoholic beverage manufacturers’ 
wholesale distributors’ report due. 

Carriers’ gasoline tax report due. 

Gasoline tax report and payment due. 


and 


May 20—— 


Nonresident motor carriers’ report due. 


NEVADA 





May 1 
Bee owners’ report due. 


May 10—— 


Liquor report by out-of-state vendors 
due. 


May 15—— 


Carriers’ gasoline tax report due. 
Manufacturers’ and importers’ alcoholic 
beverage report due. 


May 25—— 
Dealers’ gasoline tax report and payment 
due. 
Fuel users’ tax report and payment due. 


NEW HAMPSHIRE 
May 1 


Domestic savings bank and trust com- 
panies’ report due. 





May 10—— 
Manufacturers’, wholesalers’ and import- 
ers’ alcoholic beverage report due; 


wholesalers’ payment due. 


May 15—— 


Use fuel tax report and payment due. 





May 31 
Motor fuel report and tax due. 


NEW JERSEY 
May 1 


Property tax quarterly installment due. 





First Tuesday: 





Telephone, telegraph, express, parlor and 
sleeping car, gas and electric line, oil 
and pipe line companies’ report due. 
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May 10—— 
Busses (interstate) report and excise tax 
due. 


Jitneys (municipal) gross receipts report 
and tax due. 


May 20—— 
Alcoholic beverage retail consumption 
and retail distribution licensees’ report 
and tax due. 


Cigarette distributors’ tax report and 
payment due. 


May 25—— 


Busses (municipal) gross receipts report 
and tax due. 





May 30—— 
Carriers’ gasoline tax report due. 
May 31 
Distributors’ gasoline report and pay- 
ment due. 


NEW MEXICO 

May 1 
Franchise tax due. 

Property tax semiannual installment due. 


May 15—— 
Occupational gross income tax report 
and payment due. 
Oil and gas conservation report due. 
Severance tax and report due. 





May 20—— 


Motor carriers’ report and tax due. 
Pipe line operators’ license tax due. 


May 25—— 


Gasoline tax report and payment due. 
Use or compensating report and payment 
due. 


NEW YORK 
May 15—— 


Franchise (income) tax return and first 
installment due. 

Transportation and transmission com- 
panies’ additional tax and report due. 


May 20—— 
Alcoholic beverage tax and report due. 


May 25—— 


Conduit companies’ tax and report due. 
New York City public utility excise re- 
turn and payment due. 
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May 31 


Gasoline tax report and payment due. 

Insurance companies’ premiums report 
and tax due. 

Water, gas, electric, etc. companies’ report 
and tax due. 





NORTH CAROLINA 


May 10—— 
Carriers’ gasoline tax report and payment 
due. 
Distributors and bottlers of unfortified 
wines, report and payment due. 
Railroads’ alcoholic beverage report due. 


May 15—— 
Sales tax report and payment due. 
Spirituous liquor tax due. 
Use tax report and payment due. 


May 20—— 


Distributors’ gasoline tax report and pay- 
ment due. ; 
Use fuel tax report and payment due. 


NORTH DAKOTA 





May 1 


Rural electric cooperatives’ report due. 
Utilities’ property tax return due. 


May 10—— 


Cigarette distributors’ report due. 


May 15—— 


3eer tax report and payment due. 
Gasoline tax report and payment due. 
Interstate motor carriers’ tax due. 


May 25—— 


Use fuel tax report and payment due. 


OHIO 
May 10 


Cigarette wholesalers’ report due. 


Classes “A” and “B” permittees’ alcoholic 
beverage report due. 





May 15—— 
Cigarette use tax and report due. 


May 20 
Dealers’ gasoline tax report due. 




























































































































































































































































May 30—— 
Carriers’ gasoline tax report due. 


May 31 
Gasoline tax due. 
Rolling stock tax report of sleeping car, 


freight line and equipment companies 
due (last day). 


OKLAHOMA 
May 5—— 
Operators’ report of mines other than 
coal mines due. 


May 10—— 
Airports’ gross receipts report and tax 
due. 
Alcoholic beverage report and payment 
due. 
Cigarette wholesalers’, retailers’ and vend- 
ing machine owners’ report due. 


May 15—— 

Carriers’ mileage tax report and payment 
due. ; 

Dealers’, retailers’ and carriers’ gasoline 
tax report due. 

Sales tax report and payment due. 

Tobacco wholesalers’, jobbers’ and ware- 
housemen’s report due. 


May 20—— 

Carriers’ use fuel tax report due. 

Coal mine operators’ report due. 

Distributors of gasoline and purchasers 
of imported gasoline, tax report and pay- 
ment due. 

Rural electric cooperatives’ property tax 
return and payment due. 

Use fuel tax report and payment due. 

Use tax report and payment due. 


May 31 


Oil, gas and mineral gross production 
report and payment due. 


OREGON 
May 10—— 


Oil production tax report and payment 
due. 


May 15—— 
Property tax quarterly installment due. 
May 20—— 


Alcoholic beverage tax report and pay- 
ment due. 

Motor carriers’ report and tax due. 

Use fuel tax report and payment due. 
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May 25—— 
Gasoline tax report and payment due. 


PENNSYLVANIA 
May 10—— 


Importers of spirituous and vinous liquors, 
report due. 

Malt beverage report due. 

Soft drinks tax report due. 


May 15—— 


Employers’ return of tax withheld at 
source under Philadelphia income tax 
due. 

Income tax second installment due. 

Manufacturers’ alcoholic beverage tax re- 
port and payment due. 


May 31 


Gasoline tax report and payment due. 
Use fuel tax report and payment due. 


RHODE ISLAND 
May 1 


Franchise tax report for calendar year 
due. 

Income (franchise) tax report and pay- 
ment for calendar year due. 


May 10-— 


Manufacturers’ alcoholic beverage report 
due. 


May 15—— 
Gasoline tax report and payment due. 


May 20—— 


Sales and use tax return and payment 
due. 


SOUTH CAROLINA 
May 1 
Alcoholic beverage wholesalers’ report of 


alcoholic beverages received due. 
Public utility franchise tax due. 


May 10—— 


Admissions tax report and payment due. 

Alcoholic beverage wholesalers’ and re- 
tailers’ report of alcoholic beverage 
sales and additional tax due. 

Power tax return and payment due (last 
day). 
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May 20—— 


Dealers’ fuel oil report due. 

Gasoline tax report and payment due. 

Users of fuel oil, tax return and payment 
due. 


SOUTH DAKOTA 





May 1 


Motor carriers of passengers, tax due. 
Rural electric companies’ utility tax re- 
port due. 


May 10—— 


Interstate motor carriers’ report and tax 
due. 


May 15—— 


Alcoholic beverage sales report due. 

Carriers’ and retail airplane fuel vendors’ 
gasoline tax report due. 

Carriers’ use fuel tax report due. 

Dealers’ gasoline tax due. 

Use fuel tax report and payment due. 


May 20—— 
Passenger mileage tax due. 
May 30—— 


Domestic corporations’ report due (last 
day). 





May 31 
Gasoline dealers’ tax report due. 


TENNESSEE 
May 10—— 
Alcoholic beverage report due (last day). 
Barrel tax on beer due. 
Carriers’ gasoline tax report due. 


May 15—— 


Carriers of use fuel, report due. 
Users of fuel, report due. 


May 20—— 
Distributors’ gasoline tax report and pay- 
ment due. 
Liquid carbonic acid gas tax due. 
Oil production tax report and payment 





due. 
Sales and use tax report and payment 
due. 
TEXAS 
May 1 


Franchise tax due. 
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May 15—— 
Oleomargarine dealers’ report and tax 
due. 


May 20—— 


Carriers’ motor fuel tax report due. 

Motor fuel tax report and payment due. 

Users of liquefied gases and liquid fuel, 
tax report and payment due. 


May 25—— 


Carbon black production tax report and 
payment due. 

Cement distributors’ tax report and pay- 
ment due. 

Natural gas production tax report and 
payment due. 

Prizes and awards of theaters, tax report 
and payment due. 


May 30—— 
Oil production tax report and payment 
due. 
UTAH 
May 10— 


Carriers’ use fuel tax report due. 
Liquor licensees’ report due. 


May 15—— 
Sales tax return and payment due. 


Use fuel tax report and payment due. 
Use tax return and payment due. 


May 25—— 
Carriers’ gasoline tax report due. 


Distributors’ and retailers’ gasoline tax 
report and payment due. 


VERMONT 
May 10— 
Alcoholic beverage tax report and pay- 
ment due. 


May 15—— 
Corporation income tax, or first install- 
ment, and return due. 
Electric light and power companies’ re- 
port and tax due. 





May 31 
Gasoline tax report and payment due. 


VIRGINIA 





May 1 
Car companies’, car trust and mercantile 
companies’ property tax return due. 


Express companies’ property tax return 
due. 
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Individual income tax return due. 
Individuals’ information at source return 


due. 
Intangible property tax return due. 
Motor bus transportation companies’ 


annual report due. 
Motor bus transportation companies in 


cities and towns, property tax return 
due. 

Pipe line transmission corporations’ prop- 
erty tax return due. 

Public utilities’ report due. 

Railway and canal corporations’ property 
tax return due. 

Tangible personal property return due. 


May 10—— 
Beer dealers’, bottlers’ and manufacturers’ 
report due. 
Warehousemen’s tobacco tax due. 
May 20—— 
Carriers’ gasoline tax report due. 
Dealers’ and resellers’ use fuel tax report 
and payment due. 
May 31—— 


Gasoline tax report and payment due. 
Use fuel tax report and payment due. 


WASHINGTON 
May 1 


Private car companies’ property tax re- 
turn due. 
May 10—— 


Brewers and manufacturers of malt prod- 
ucts, report due. 





May 15—— 
Butter substitutes report and payment 
due. 
Gross income tax return and payment 


due. 

Public utilities’ gross operating tax report 
and payment due. 

Sales tax report and payment due. 

Seattle occupation tax report and pay- 
ment due. 

Use tax report and payment due. 

Vancouver occupation tax report 
payment due. 

Wholesalers’ cigarette drop shipment re- 
port due. 


May 20—— 
Use fuel tax report and payment due. 


May 25—— 


Carriers’ gasoline tax report due. 
Gasoline tax report and payment due. 
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May 31 
Property tax semiannual installment due. 


WEST VIRGINIA 





May 1 
Bank share tax due. 


May 10 


Alcoholic beverage tax report and pay- 
ment due. 





May 15—— 
Cigarette use tax report and payment 
due. 
Sales tax report and payment due. 
May 30—— 
Gasoline tax report and payment due. 


May 31 


Property tax semiannual installment due 
(last day). 











WISCONSIN 


May 1 


Boats’, vessels’, etc., report and tax due. 

Coal docks’ report due. 

Grain elevators’ report due. 

Scrap iron or scrap steel docks’ report 
due. 





May 10—— 


Alcoholic beverage tax report due. 
Cigarette wholesalers’ and manufacturers’ 
report due. 





May 20 


Gasoline tax report and payment due. 


WYOMING 
May 1 


Railroad property tax return due. 





May 10— 


Bank share tax installment due. 
Carriers’ gasoline tax report due. 
Property tax semiannual installment due. 


May 15— 


Dealers’ gasoline tax report due. 

Motor carriers’ tax and report due. 

Sales tax report and payment due. 

Use tax report and payment due. 

Wholesalers’ gasoline tax report and pay- 
ment due. 
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HAWAIIAN TAX CALENDAR 


Our subscribers in Hawaii think that they too would like to see their important 
tax dates calendarized. Many businesses on the mainland have need of this 


Hawaiian tax information. 


We are indebted to James J. Misajon, Finance and 


Personnel Administrator in the Department of the Tax Commissioner, for this 
calendar for the months through June, 1949. 


January 1 

Real property claims for home exemp- 
tions due. 

Annual dollar general excise (gross in- 
come tax license due. 

Annual general excise (gross income) tax 
summary due. 

Annual employer information § returns 
(C-2 and 3) of compensation paid and 
two per cent tax withheld from em- 
ployers due. 

(Last day January 31.) 
January 20—— 

Monthly general excise (gross income), 
consumption, compensating, liquor, to- 
bacco, liquid fuel returns and tax due. 

Monthly and quarterly returns and two 
per cent tax withheld from compensa- 
tion and dividends paid due. (Quar- 
terly return limited to payrolls not in 
excess of $1,250 for the quarter.) 

Monthly, quarterly and semiannual re- 
turns and two per cent tax on com- 
pensation received from United States 
Government and employers outside the 
Territory due. (Permission must be 
obtained to make quarterly and semi- 
annual returns and payments.) 

Monthly, quarterly, semiannual and 
annual returns and two per cent tax 
on dividends received from mainland 
and foreign corporations due. 

January 31 

Quarterly unemployment 

return and tax due. 
February 20—— 

Monthly general excise (gross income), 
consumption, compensating, liquor, to- 
bacco, liquid fuel returns and tax due. 

Monthly return and two per cent tax 
withheld from compensation and divi- 
dends paid due. 

Monthly return and two per cent tax 
on compensation received from United 
States Government and employers out- 
side the Territory due. 

Monthly return and two per cent tax 
on dividends received from mainland 
and foreign corporations due. 


compensation 


Hawaiian Tax Calendar 


March 20—— 

Annual net income tax return of cor- 
porations, partnerships, individuals and 
fiduciaries and first installment of tax 
due. 

Annual return of public utilities and first 
installment of tax due. 

Monthly general excise (gross income), 
consumption, compensating, liquor, to- 
bacco, liquid fuel returns and tax due. 

Monthly return and two per cent tax 
withheld from compensation and divi- 
dends paid due. 

Monthly return and two per cent tax 
on compensation received from United 
States Government and employers out- 
side the Territory due. 

Monthly return and two per cent 
on dividends received from 
and foreign corporations due. 

April 20—— 

Monthly general excise (gross income), 
consumption, compensating, liquor, 
liquid fuel, tobacco returns and tax 
due. 

Monthly and quarterly returns and two 
per cent tax withheld from compen- 
sation and dividends paid due. (Quar- 
terly returns limited to payrolls not 
in excess of $1,250 for the quarter.) 

Monthly and quarterly returns and two 
per cent tax on compensation received 
from United States Government and 
employers outside the Territory due. 
(Permission must be obtained to make 
quarterly returns and payments.) 

Monthly return and two per cent tax 
on dividends received from mainland 
and foreign corporations due. 

Real property appeals on assessments due 
(last day). 

April 30—— , 
Quarterly unemployment 
return and tax due. 

May 20—— 

Month'v general excise (gross income), 
consumption, compensating, liquor, to- 
bacco, liquid fuel returns and tax due. 
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Monthly return and two per cent tax 
withheld from compensation and divi- 
dends paid due. 

Monthly return and two per cent tax 
on compensation received from United 
States Government and employers out- 
side the Territory due. 

Monthly return and two per cent tax 
on dividends received from mainland 
and foreign corporations due. 

June 20—— 

Monthly general excise (gross income), 
consumption, compensating, liquor, to- 
bacco, liquid fuel returns and tax due. 


Monthly return and two per cent tax 
withheld from compensation and divi- 
dends paid due. 

Monthly return and two per cent tax 
on compensation received from United 
States Government and employers out- 
side the Territory due. 

Monthly returns and two per cent tax 
on dividends received from mainland 
and foreign corporations due. 

Second installment of net income tax due. 

Second installment of public utilities 
tax due. 

First installment of real property tax due. 





THE WEAK SPOTS—Continued from page 350 


we are obtaining some degree of consistency 
in these matters.” 

There are other decisions with the same 
result of prorating prepaid business ex- 
penses for taxpayers on a cash basis.” 

It is of utmost interest that all these con- 
tradictory decisions and opinions are based 
on the principle of consistency. Neverthe- 
less, this writer is unable to understand why 
prepaid expenses (insurance premiums, ren- 
tals, bonuses, commissions, etc.) should be 
deducted only to the extent of the pro-rata 
share for the taxable year in order to “obtain 
some degree of consistency,’ whereas the 
same treatment for prepaid interest or taxes 
would create an “inconsistency” which “is 
not permissible.” 


Principle of Tax Control 


Some tax practitioners believe that the 


most frequently observed tax anomaly, 
namely, the deviation from a cash basis or 
an accrual basis, is the typical example of 
a tax anomaly. Without any doubt, tax- 
payers on an accrual basis must report some 
items on a cash basis—for instance, contri- 
butions,” medical expenses,* alimony,” divi- 
dends,* etc. On the other hand, taxpayers 
on a cash basis have to report some items 
on an accrual basis—for example, as some 


22 Prepayment of rentals—Baton Coal Com- 
pany v. Commissioner, supra, footnote 10: 
bonuses for the acquisition or cancellation of 
leases—Home Trust Company v. Commissioner 
{3 ustc 7 1103], 65 F. (2d) 532; Steele-Wedeles 
Company [CCH Dec. 8585], 30 BTA 841. 

23 Code Section 23(0). 

24 Code Section 23(x). 

25 Code Section 23(u). 

2% Tar Products Corporation v. Commissioner 
(42-2 ustc { 9662] 130 F. (2d) 866; American 
Light & Traction Company [CCH Dec. 14,004], 
3 TC 1048. 
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prepaid business expenses, the treatment of 
which was discussed above. It is true that 
the treatment of these items may be con- 
sidered a violation of the principle of con- 
sistency. However, the ostensible violation 
of the principle of consistency is justified 
by the necessity to comply with the para- 
mount principle of tax control which has a 
governing or controlling character. This 
principle of tax control allows the deducti- 
bility of contributions only after they have 
been paid whether the taxpayer is on a cash 
or accrual basis. The same reasoning is 
valid for medical expenses, alimony and sep- 
aration payments. As to the treatment of 
dividend income, the answer is based (1) on 
the principle of tax control, without which 
a satisfactory possibility of checking numer- 
ous dividend payments would not exist;”™ 
(2) on “certainty of the answer” ; * (3) on the 
avoidance of double taxation™ in connection 
with transfer of stock to a taxpayer who 
is on a different accounting basis from the 
basis of the transferor. 

For all these reasons, the deviation from 
a strict cash basis or a strict accrual basis 
needs no further discussion in connection 
with the principle of consistency, because 
this principle—under special circumstances 
—has to give way to the principle of 
tax control. 

All this adds up to the result that more 
careful attention to general tax principles 
may help in creating a more consistent tax 
structure, thereby substantially aiding the 
predictability of tax decisions. [The End] 


7 George G. Tyler, ‘‘When Does a Dividend 
Become Income?’’ The Journal of Accountancy, 
November, 1945. 

2 American Light and Traction Company 
[CCH Dec. 14,004], 3 TC 1048. 

29 See footnote 27, supra. 
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Federal Tax Calendar 


May 16—— 
Due date for employers withholding over 
$100 in income tax on wages during 
April to pay amount withheld to au- 
thorized depositary. 

By general extension, last day for fidu- 
ciaries of estates and trusts to file non- 
taxable returns of income for calendar 
year 1948. 


to returns of beneficiaries or other dis- 


Extension is not applicable 


tributees of such estates or trusts. 


Due date, by general extension, of non- 
taxable returns for fiscal year ending 
October 31 in the case of fiduciaries 

for estates and trusts, but not returns 

of beneficiaries or other distributees of 
such estates or trusts. 

Section 29.53-3(b).) 


(Regulations 111, 


Due date for annual returns of informa- 
tion and proof of right to exemption 
(if such right has not been previously 
established) by exempt corporations on 
Form 990. As 

required to file 

annual return on Form 990, see Section 

29.101-2 (h) of Regulations 111. 


a calendar year basis. 


to organizations not 


Due date, by general extension, of returns 
for year ending November 30 in the 
case of (1) foreign partnerships; (2) 
foreign 


corporations which 


offices or 


maintain 
places of business in the 


United States; (3) domestic corpora- 


tions which transact their business and 
keep their records and books of ac- 
counts abroad; (4) domestic corpora- 
tions whose principal income is from 
sources within the possessions of the 
United States; and (5) American citi- 
zens residing or traveling abroad, in- 
cluding persons in the military or naval 
service on United 
States. (Regulations 111, Section 29.53- 
(a).) Forms: (1) Form 1065; (2)-(4) 
Forms 1120; (5) 1040, 
Monthly returns of 


holders and of officers and directors of 


duty outside the 


Form 
information stock- 
foreign personal holding companies due 


for April. Form 957. 


Returns of stamp accounts by brokers, 
dealers in securities, etc., due for pre- 
ceding month. Form 828. 

Due date for delivery to local collector of 
internal revenue, by stamp depositaries 
of the United States, of requisitions for 
all stamps purchased during the pre- 
ceding month, with statement showing 
stamps on hand at beginning and end 
of such month and stamps sold during 
that month. Payment also due for pro- 

ceeds of sales of stamps sold during 

preceding month. 


May 31—— 


Returns for excise taxes due for April. 
Forms 726, 727, 728, 728(a), 729, 932. 
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